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Municipal Accounting in New Jersey 


By Epwarp L. SuFFERN 


What is offered here has to do with the efforts which have 
been made in the state of New Jersey to establish a system of 
uniform accounting in all its municipalities, including in that 
term all its bodies politic, whether designated as cities, boroughs, 
townships or counties, and to some extent, at least, sets forth 
what has been accomplished during the last five years. 

Prior to the year 1916 it was shown through an attempt to 
prepare a digest of the laws relating to municipal finances and 
incidentally to municipal accounts that there were at least one 
thousand laws upon the statute books affecting such matters, 
resulting in such a mass of confused and conflicting legislation 
that under it nearly anything might be done and find statutory 
shelter. It followed that while the large and strong municipalities 
had for the most part approved systems of accounts, more or less 
perfect according to the requirements of the local governing 
bodies, the great majority of the others lacked many of the most 
essential features that such systems should provide. 

This condition could only be corrected and redressed through 
an omnibus repeal of about everything on the statute book and 
the enactment of a few plain logical and practical laws which 
should be in their essence of general application to all munici- 
palities, leaving the necessary differences which must exist in the 
methods of accounting between the large and small municipalities 
to be worked out practically according to their distinctive needs. 

To remedy this condition there was enacted in 1918 a group 
of laws dealing with the whole subject of taxation as applied to 
real, personal and corporate property, describing what should be 
assessed, the method of assessment and the disposition of the 
taxes resulting therefrom. These enactments covered, among 
other things, the duties imposed upon governing bodies, their 
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financial officers, the collection and application of revenues, the 
maintenance of the credit of municipalities and the manner in 
which their funded obligations should be discharged. They 
reduced the incomprehensible clutter of preéxisting laws to a few 
simple yet comprehensive statutes, thereby accomplishing a 
frequently attempted yet unattained result by the simple process 
of wiping the slate clean and starting all over again. 

As in all similar labors to whatever sphere directed, such 
results were due in very large measure to the untiring and per- 
sistent efforts of one man, in this case the Hon. Arthur N. 
Pierson, who through several sessions of the legislature and 
through educational campaigns conducted in a number of places 
finally succeeded in embodying his purposes and ideas in effective 
legislation. 

Conceiving of the above accomplishment as the solution of 
the major proposition, there followed as a series of corollaries 
the enactment of the laws affecting municipal and county finances 
and taxation known generally as the “Pierson laws,” which 
express the well considered decisions of the “Commission for the 
survey of municipal financing of New Jersey.” These decisions 
were reached only after most painstaking study of the financial 
and accounting conditions existing in a large number of munici- 
palities, the best manner of correcting the dangers and errors 
frequently revealed and the most practical method of securing 
and preserving the solvency of municipalities and creating proper 
accounting systems. 

This was truly a “large order,” but anything less would not . 
have been sufficient and no more concise and explicit description 
of the service these laws were expected to render can be given 
than to quote from Mr. Pierson’s own Analysis of the Laws, his 
description of “the purpose of the laws.” 

“In order that the results sought to be accomplished by these 


statutes may be better understood, the underlying purposes of the 
laws are given as follows: 


“To establish a uniform fiscal policy in all municipalities and 
counties. 

“To deal with subjects without regard to the size or class of 
the municipality or county. 

“To impose the recognized principles of sound financing in 
all departments of public affairs. 
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“To give the taxpayers a voice in the budget, which shall rep- 
resent the complete programme of the financial transactions 
for the year, and shall constitute a contract as between the 
governing body and the taxpayer. 


“To make the budget and the resultant tax levy represent the 
. true cost of government. 


“To provide for the amortization of present indebtedness by 
proper sinking fund requirements. 

“To control the creation and retirement of further debt obli- 
gations that the taxpayers who enjoy the benefits of the 
improvement shall pay their proper proportion for its 
creation and upkeep. 


“To prevent the creation of further floating indebtedness and 
refunding obligations. 

“To establish a state department having proper supervision 
and control of public finances.” 

Equally excellent is his description of “the plan of accounting.” 

r “The plan of accounting which carries through the entire 

programme of financing may properly be divided into four distinct 

classes, as follows: 





“First—Current accounting : 

“Under this classification in the current ledger is placed 
the accounting of current revenues and expenditures. 
The accounts are set up each year from the budget 
items. All revenues available for and expenditures 
under budget appropriations during the year are ex- 
pressed under their proper headings. Each year is a 
unit, opening with the surplus as shown by the surplus 
revenue account, and all accounts are balanced into 
this account at the close of the year, leaving only this 
account to carry over into the new years. The neces- 
sary financing for current purposes is also expressed 
and controlied in this ledger. 


*‘Second—tTrust accounts: 


“The accounting of all municipally-owned utilities or enter- 
prises comes under this classification. The receipts from 
services rendered and the fixed charges are expressed 

and controlled under the several individual accounts. 


“Assessment improvement accounts come under this class, 
and likewise must be kept distinct and separate from 
all other accounts. The collection from assessments, 
together with penalties and interest, which are dedi- 
cated in their entirety to the payment of interest and 
principal of the obligations issued for such improve- 
ments, are classified under this heading. 
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“Third—Capital accounts: 

“The transactions incident to financing the construction of 
improvements or acquisition of property, the cost of 
which is to be borne by the municipality or county at 
large, to be financed by note or bond issue, find 
expression under this classification in the capital ledger. 
The laws authorizing the improvement and the issu- 
ance of notes or bonds to finance same are distinct from 
other laws pertaining to finances and clearly recognize 
such undertakings as capital purposes. 

“Fourth—Reserve accounts : 

“All sinking funds or reserves set up to meet obligations 
falling due in the future come under this class. The 
stated contributions, their collection and distribution are 
clearly defined, as well as the investment and final 
disposition of the funds.” 

The fundamental law is designated the “budget act” (chapter 
192, P. L. 1917—chapter 242, P. L. 1918), and its character is 
described as follows: “The budget is the instrument of control 
for the year’s current revenues and current expenditures.” In it 
all anticipated revenues applicable to current expenditures must 
be stated and under its appropriations alone must all expenditures 
be made. 

The body of the act develops the manner in which the budget 
shall be prepared, approved and adopted, allowing sufficient 
elasticity to conform to the needs of any municipality but holding 
rigidly to the concept that all anticipated revenues applicable to 
current revenues must be stated and that expenditures shall only 
be made in accordance with appropriations therefor, although 
provisions were made for amended appropriations under certain 
conditions. 

The specifications of the laws are mainly in the direction—so 
far as their accounting features are concerned—of prescribing 
that the accounts shall be kept in such a manner that the sources 
of revenue may be clearly shown, the expenditures therefrom be 
consistent with the approved budgetary provisions as they relate 
to current, trust, capital and reserve accounts, and that the 
financial condition of the municipality be expressed in the same 
manner. 

Within these limits the accounts may be kept in the form 
most convenient and acceptable to accommodate the facts. 
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The laws (chapter 236, P. L. 1918) provided for the collection 
of taxes semi-annually, the receipts therefrom becoming applicable 
to the expenditures of that year. 

Much stress was laid upon the necessity of establishing an 
equilibrium between the anticipated revenue for the year and the 
budget requirements—the former showing the sources of all 
revenue other than taxes on property which might be expected to 
contribute to that end and permitting of such reasonable appro- 
priation from surplus revenue as the condition of that account 
might justify. 

The features mentioned are or should be common to all muni- 
cipal accounts, and their inclusion in the act was to be expected. 
A much more vital matter was the clear instruction which the 
act provided for the characterization and designation of the 
current indebtedness of a municipality and the powers lodged 
with and responsibility imposed upon the “governing bodies” in 
respect of creating and liquidating such liabilities. 

The law (chapter 192, P. L. 1917—chapter 242, P. L. 1918) 
permits a municipality to anticipate the collection of its taxes for 
the purpose of meeting its expenditures for appropriations through 
the issuance of what it designates as “anticipation notes.” These 
notes are issuable in the interval between the beginning of a 
fiscal year and the date when taxes become delinquent, but should 
any part of such obligations remain unpaid at the close of the 
fiscal year, new instruments designated as tax revenue notes shall 
be issued for and in lieu of such former obligations, and these 
shall be paid out of the collection of the then delinquent taxes 
which are held to be dedicated to this purpose. 

In view, presumably, of the fact that there might be a number 
of instances where the outstanding or current obligations were 
greater than could be liquidated through the prompt collection of 
delinquent taxes, the law provided that the unpaid notes might 
be extended until the end of the third year following the year of 
delinquency. 

The sinking fund act (chapter 212, P. L. 1917—chapter 243, 
P. L. 1918) was a carefully drawn statute clearly describing the 
classes of funded obligations to which it applied and providing 
compulsory protection for the payment of such obligations at 
maturity through the establishing of adequate sinking funds. It 
required that in cases where such reserve had not been adequate 
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there should be set aside annually such sum in a ‘ special sinking 
fund” as might be necessary, in addition to the normal require- 
ment, to liquidate the funded obligations at maturity, all of which 
must be provided for in the budget. 

Manifestly, the carrying out of these laws required that all 
municipal accounts should be so kept that they should clearly 
express the obligations incurred for budget appropriations, the 
indebtedness of every nature clearly distinguished, as well as the 
sources of revenue from which to meet the appropriations and the 
indebtedness. These facts when plainly shown, undoubtedly in 
many cases caused bewilderment and dismay in the minds of 
governing bodies. Beyond question there were instances when 
for the first time the full extent of the municipalities’ indebtedness 
in relation to their realizable revenue became apparent and an 
appreciation of the fact that liabilities incurred must actually be 
paid was forced upon them. 

It is common enough knowledge that delinquent taxes any 
number of years old and from any reasonable standpoint wholly 
uncollectible were regarded as quite sufficient offset to an indebted- 
ness which was constantly increasing in the light-hearted and 
irresponsible way in which the governing bodies often conducted 
affairs. 

The author of these laws, being himself a business man at the 
head of large affairs, had a vivid realization of the fundamental 
fact that when an obligation was incurred it had to be paid. This 
elemental yet often costly knowledge was translated into legal 
enactments, so that its acquisition became compulsory upon all 
those who administered municipal affairs. While it is undoubtedly 
true that the officers as well as the members of the “governing 
bodies” have been with few exceptions honest and conscientious 
men, there crept into the administration of municipal affairs in 
many instances grave and serious errors fraught with danger to 
the solvency of the municipalities and the distress of their tax- 
payers. Many such faults were due to the fact that the admiinis- 
trators did not know what was legal and what was not, and one 
set of officers followed in the well-worn paths of their prede- 
cessors. Such procedures can no longer find excuse or toleration. 

In the main, these laws have followed the beaten track of 
similar laws in other states. Some states have had uniform financing 
and municipal accounting laws, which necessarily embody the 
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essential features of those under consideration. Sinking-fund 
reserves, classification of assets and liabilities, carefully balanced 
budgets and restrictions of indebtedness are features commen to 
all. The principal novelty of the “Pierson laws,” in the opinion 
of the writer, lies in this: that these form a body of laws uniform 
and universal in their application to all municipalities great or 
small, yet sufficiently elastic to be adaptable to very simple records 
where only simple conditions exist and also fully adequate to 
care for all conceivable and complicated accounts in larger places. 
Certain prescribed requirements must be met—granting these, 
the accounting records may be those most acceptable and intelli- 
gible to the fiduciary officers and the governing bodies. As the 
value of any law must be measured by the degree of its enforce- 
ment, it was no part of the plan of the author of these laws to 
leave their practical application to the tender mercies of those 
who would be supposed to make use of them. To the end that 
this should not happen, one chapter of the laws (chapter 268, 
P. L. 1918; chapter 196, P. L. 1921) provided for an annual 
audit of the accounts by licensed auditors for larger municipalities 
(which were defined) and at least once in two years for the 
smaller ones. Copies of the audit, together with all recommenda- 
tions made by the auditor, were to be submitted to the department 
of municipal accounts. 

This department was created under a separate act (chapter 
266, P. L. 1918; chapter 105, P. L. 1921) and its functions are 
described as follows: 

“In passing laws to regulate and control the administration of 
the fiscal affairs of municipalities and counties, the proper service 
to the taxpayer is only rendered in part. The full service and 
value of such laws can only be assured by placing the supervision 
of their enforcement under a duly constituted state department. 
In order that public officials and taxpayers should both receive 
the fullest benefit from this programme of legislation, the 
department of municipal accounts has been established and the 
commissioner of municipal accounts appointed to administer the 
department. This official is given ample power and authority to 
supervise the administration of public affairs and render assistance 
io public officials in carrying out the provisions of the statutes.” 

Such departments exist elsewhere and their duties no doubt 
are quite similar but involving generally the direct supervision 
and auditing by the department of the accounts of the municipali- 
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ties. These accounts are classified and differentiated according 
to the classification of the cities. 

The commissioner of municipal accounts is the head of the 
department and is given very broad powers in the exercise of his 
office. He can prescribe the system of keeping the sinking-fund 
accounts, require audits thereof and make and enforce regulations 
therefor. The same powers extend to the general accounts and 
fiscal affairs, he being authorized to prescribe the scope and 
character of the audit required to be made as well as the form 
and substance of the reports to be submitted to him. Penalties 
are enforceable upon officials who neglect to transmit such reports 
as they are called upon to render. 

Chapter 267, P. L. 1918, relates to the registry of auditors, 
confining to registered auditors alone the authority to perform 
the duties of municipal auditors, and in this act lies the greatest 
weakness of the whole series of laws. As written, the act pre- 
scribes that any one may apply for registration by subscribing to 
the following declarations: 

(a) That he is fully acquainted with the laws controlling and 
governing the finance of municipalities and counties of New Jersey 
and is a competent and experienced auditor of public accounts. 

(b) That he will honestly and faithfully audit the books and 
accounts of a municipality or county when engaged so to do and 
report any error, omission, irregularity, violation of law, dis- 
crepancy or other non-conformity to the law, together with his 
recommendations to the governing body of such municipality or 
county. 

Thus it will be seen the applicant for registration is the sole 
judge, in the first instance, of his own qualifications. He may 
be densely ignorant from an accounting standpoint of the first 
duties of an auditor; he may be a wholly irresponsible and unre- 
liable person, yet if he declare himself to be otherwise, a license 
is issued to him. Surely there should be better protection than 
this to the employing municipalities to whom all accountants look 
alike. There exist easily available means to distinguish between 
accountants who have and who have not attained recognition as 
such, and these means should be made use of so that so far as 
possible no license should be issued except to responsible men of 
known integrity and ability. 
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When granted, the license is revocable if the licensee issue 
false or misleading reports or omit to report any violation of law 
or discrepancy found in the books, etc., or shall have issued audits 
of such a nature as not to show an accurate, intelligent and com- 
plete statement of the financial condition of the municipality or 
such as may not comply with the requirement of the department. 
Should a license be canceled the licensee has the right of appeal 
to the court of chancery and the proceedings are described. 

Unquestionably when licenses are granted upon such flimsy 
grounds as a man’s own judgment of his qualifications, there 
should be very liberal powers lodged in the commissioner to annul 
the licenses issued to those who for demonstrably sufficient reasons 
were not entitled to hold them. The larger these powers the 
better, provided always that the commissioner is himself a fair, 
just and impartial man. Should he not be, he has it in his power 
to gratify personal prejudices or resentments, not necessarily by 
canceling an existing license, which is only good for a year, but 
by refusing or neglecting to issue a renewal license when such is 
sought. The remedy through an appeal is a very faint one; the 
hearings are limited to the consideration of affidavits and answers, 
unless books and accounts are referred to, and it would be 
especially difficult to prepare affidavits when the affiant was wholly 
in ignorance of the grounds upon which the commissioner based 
his refusal or neglect to issue a renewal license. There are and 
will be many cases where a report may lack some technical feature, 
in itself immaterial, which might readily be made use of to 
support adverse action. All accountants are familiar with such 
possibilities. 

The true remedy is to issue licenses only to qualified account- 
ants, make these licenses automatically renewable upon payment 
of the annual fee and revocable only for substantial cause. When 
such cause appears the licensee should be accorded a hearing, 
being first advised as to the reasons therefor, and have opportunity 
to reply. By “substantial cause” is meant such cause as would 
have justified the commissioner in withholding a license, if it 
had been known in the first place, or such demonstrable failure 
to report on important facts as rendered the report unreliable and 
inaccurate—not a technical failure to follow form or some equally 
inconsequential error. 
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The laws have now been in operation for three years. What 
have they accomplished? To this the reply can be made: Very 
much every way. They have impressed a great many of the 
governing bodies which never were so impressed before with the 
importance of careful and legalized financing and accurate 
accounting. They have imbued many officials with a higher sense 
of responsibility and have established and codrdinated adminis- 
trative measures that did not exist or were unrelated before. It 
perhaps would be interesting to show from accumulated data some 
of the concrete results, that from these might be deduced what 
in the near future may be further expected, but this paper is 
already too long and no more should now be added, except to say 
that accountants can render a great service through their co- 
operation in securing proper laws in any states in which they do 
not now exist. 
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Plant Accounts in Invested Capital* 


By Lee PERKINS 


The use of invested capital in the calculation of federal taxes 
was intended to remove what might otherwise have been a dis- 
crimination between the business making a relatively large income 
through small investment and the one making a similar income 
on a large investment. It was felt that the latter should not pay 
so large a tax as the former, so a portion of the income, depending 
upon the amount of invested capital, was exempted from the 
profits taxes. 

The most serious objections to the profits taxes have not been 
because of their high rates, burdensome as these have been, for 
they have been passed on very successfully. The difficulty has 
been in determining what the taxes were going to be soon enough 
to pass them on completely. Many enterprises have faced heavy 
additional assessments on income earned two and three years ago, 
to be paid in these lean years when it is proving difficult to keep 
the business alive. 

The determination of gross income has been relatively easy, 
and the determination of allowable deductions from income has 
not been difficult. The determination of invested capital, however, 
has been fraught with many pitfalls, and seldom will two men 
agree as to what should be allowed. In this determination of 
invested capital no group of accounts has caused more trouble, 
and furnished more hidden opportunities for the assessment of 
additional taxes, than that of machinery, buildings and other fixed 
assets. 

Accounting was first developed by the bankers, and much of 
it is to-day under their control and guidance. With so large a 
part of the bankers’ assets in the form of cash or securities 
readily convertible into cash, and their business health so depend- 
ent upon this readiness of conversion, they began at an early 
date to disregard the values in their fixed assets, and to confine 
their attention to current assets readily convertible into cash. 
Bank fixtures and even buildings were written down to insignifi- 
cant figures or to nothing, and the business man and manufacturer, 
dependent largely on the banker for his opportunity to expand, 
imbibed his ideas and copied his practices. 


* A thesis presented at the November, 1921, examinations of the American Institute 
of Accountants. 
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The conservative business organized twenty to thirty years 
ago put its first machinery and buildings on its books, but as it 
developed and expanded, additions and improvements were buried 
in operating accounts and closed off against earnings. To exhume 
them to-day is usually difficult and sometimes impossible. Coinci- 
dent with this writing down of plant assets, the theory of 
depreciation was well-nigh discredited, or it was at least decided 
that the repairs, renewals and replacements, as well as improve- 
ments, charged against earnings, provided more than enough 
margin of safety. This indeed it did, to the sorrow of the owners 
when facing profits taxes. 

As though the plant accounts were not already too low, 
revenue agents, in verifying the correctness of the taxpayer's 
determination of taxes, have analyzed his plant accounts, accu- 
mulated the additions thereto year by year, and depreciated them 
throughout their life at the rather heavy rates that have been so 
freely used for deductions in the years of heavy taxes. This has 
usual'y been done without any attempt by the inspector to 
analyze the expense accounts of the early years to restore the 
many additions and improvements which were charged off, fre- 
quently, in fact, impossible of identification. The result has been 
theoretically, and on the inspector’s schedules actually, to wipe 
out all of the early investment in plant, which in reality either 
still exists or has been replaced in kind by far more costly 
equipment. 

The remedy for this situation is an exhaustive study of the 
accounts into which the cost of plant items may have disappeared 
and a strenuous effort to restore them. As the success in doing 
so usually returns, in the way of reduction of additional taxes, 
from fifteen to twenty per cent. of the amount restored, when the 
years 1917 to 1921 are involved, the search is thoroughly worth 
while. 

In this search for plant assets charged off, and the preparation 
of a claim for their inclusion, the easiest items to discover and 
the easiest concerning which to convince the treasury department 
as to their place in invested capital are the additions. This is 
not difficult if purchase invoices have been preserved. The 
schedules setting forth these additions should give a brief 
description of the items, the vendor, the date and page number 
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of the book of entry, and the account to which each item was 
originally charged. 


If the books have been kept as outlined, it will usually be 
found that even for such additions as have been charged to plant 
accounts the cost of installation, freight and cartage, and the 
cost of accessory equipment have all found their way into loss 
and gain accounts buried in operating expenses. To segregate 
and restore such items is difficult and is frequently the result of 
the combined efforts of the accountant and engineer. 


The cost of installation, chiefly labor, must ordinarily be 
estimated, but to be accepted it must be estimated on a sound 
basis displayed in much detail. The actual cost of the labor, or 
even the labor hours, of installation throughout the period covered 
will not often be available. Frequently the labor hours of recent 
similar installations may be taken from time tickets, or this 
information may be obtained from the experience of the manu- 
facturers or it may be carefully estimated. A table of the labor 
rates in effect during the various years compared with current 
rates will give the variation in installation costs by years. 


Freight charges will be the product of weight and rates. It 
is improbable that the freight bills, even if preserved over a long 
period, can be identified with the items of additions sufficiently 
to insure the inclusion of all of them. It will be necessary to 
obtain the weights from manufacturers or to estimate them 
carefully. The rates must be taken from freight bills at the time, 
if available, or obtained from the railroads. Cartage may be 
estimated from labor and other rates current during the years 
involved, compared with current cartage bills. 


Betterments and improvements present the hardest problem, 
as long after an installation it is difficult to estimate the portion 
of an improvement that is a proper charge to plant accounts and 
the portion that adds no value but merely replaces old construc- 
tion displaced. The disposition of this latter portion, replacing 
old construction, would be a charge either to operating costs as 
obsolescence or to a reserve for depreciation because restoring 
accumulated deterioration for which the reserve was provided. 
These charges against the reserve have the effect of increasing 
invested capital without themselves being subject to depreciation 
in subsequent years. 
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Replacements may usually be included as additions. This does 
not conform to sound accounting, as they or the cost of the asset 
they replace would be charged against reserves, except for the 
usual element of betterment involved, but the methods of the 
department justify their treatment as additions. This is because 
in building up plant accounts, and assuming an estimated life, 
the additions for each year are eliminated from both the total of 
the assets and the accumulated reserve at the end of this estimated 
life. There is therefore no occasion to eliminate the cost of a 
specific asset when replaced. It is immaterial that the actual 
replacement does not occur at the time of theoretical expiration, 
as in estimating the life of the group it is assumed to be merely 
an average. 

Frequently an allowance for old machinery displaced is made 
by the vendor and deducted from the face of the invoice for 
replacements. Even when charged to plant accounts such replace- 
ments will usually be found to be entered net after deducting the 
allowance. In restoring the accounts for invested capital purposes 
the amount of the allowance should be added to the assets and 
also to the reserve for depreciation. That it should be added to 
the assets is obvious, as the entire cost of the items replaced will 
be eliminated at the end of their theoretical life. The addition to 
the reserve is to avoid increasing invested capital through such 
items and to offset the excessive elimination from the reserve. 
The advantage, even though there is no increase in invested 
capital, lies in the increase in the basis on which depreciation will 
be calculated in the years of heavy taxes. This assumes that such 
gain will exceed the loss in the interim through reduction in 
invested capital from depreciation taken on the restored allowance, 
which will depend to some extent upon the length of this interim 
and the depreciation and tax rates. 

The federal tax laws, somewhat inconsistently, permit depre- 
ciation to be included in expense based on fair values March 1, 
1913, although such values are not a factor in invested capital. 
The excess of depreciation based on fair values March 1, 1913, 
over depreciation based on cost may be restored to invested 
capital if charged on the books as expense. Ordinarily this 
portion of the depreciation will be credited to a special reserve, 
“realization of appreciation,” which will be treated as a surplus 
reserve. 
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The rate of depreciation applied to the fair value March 1, 
1913, usually an appraisal value, should be derived from the rate 
applied to the assets at cost as used in developing invested capital. 
This is illustrated in the accompanying table. If on a certain 
class of assets we use a depreciation rate of 10 per cent. based on 
cost, equivalent to a life of ten years, additions to plant accounts 
acquired in 1902 (depreciated from the beginning of 1903) will 
have been depreciated for ten years by the end of 1912, will 
theoretically have no remaining life thereafter, and the cost will 
be eliminated from the assets and from the reserve. Assets 
acquired during 1903 will have one year remaining life after 1912; 
assets purchased in 1904 will have two years remaining life, etc. 
The average remaining life of the entire group will depend upon 
the relative amounts of additions in the various years. 

This average remaining life may be obtained by multiplying 
the cost of additions of each year not yet eliminated by the 
remaining life of the assets purchased that year, adding these 
products, and dividing by the sum of the cost of assets not 
eliminated. This will give the average remaining life from the 
end of 1912 of the assets on hand at that date. Deducting two 
months, or one-sixth year, the remainder is the average remaining 
life March 1, 1913, and when converted into depreciation rates 
may be applied to the fair values March 1, 1913. 

The average remaining life March 1, 1913, may be obtained 
by a shorter and simpler method than described above. We may 
assume that the amount of depreciation for the year 1913 as 
determined on the invested capital schedule of plant accounts on 
the basis of cost is the same depreciation we would obtain based 
upon the net depreciated value at the end of 1912 derived from 
cost, using a depreciation rate corresponding to the average 
remaining life at that date. Therefore if we divide the net 
depreciated value as shown on the invested capital schedule of 
plant accounts at the end of 1912 by the depreciation for 1913, 
we obtain the average remaining life of all the assets theoretically 
on hand at the end of 1912, which corresponds to the assumed 
life from date of purchase used in the preparation of the invested 
capital schedule. A deduction of two months gives the average 
remaining life as at March 1, 1913, and will be considered the 
average remaining life of the assets included in an appraisal as at 
March 1, 1913, if available, on which the depreciation included in 
expense will be based. 

335 























SI6I ‘I YoseW Wosy oft] VBes9ae siv9d pore 
GIGI ‘I yoseyy OF (syyuoUE Z) ssead pT" —OBI'6¥$ 
ZIGI ‘IG “22q Wor} BFt] BBes9ae Sivek Pog — 
S161 ‘I “Je wos sania ee 082° GL2$ 
jl] eBeaae ssvak pe'e 0&S'ZLES 0GI'64S 
SI6l ‘T ose —— 006'28 01 061'8 él 
0} (syjuou Z) sIBat pT" 082 ‘ZI 6 OZ T Il 
ZIGI ‘Tg ‘2°q wosy zier $ GIGI 40F uoreID01d9q 089'TZ 8 OIL] Or6T 
IJ] Vesoae ssvak ~o'g —= ———— 092'F9 L 08T'6 6 
G20'L8 $ IGT ‘TE “29C si9sse 39N po 9 pat ; 
uouDnr}D2 [o poysaue aqpusa $ 
39012109 JO poysou a30u409]) 009'22 ; 006'9 9 
Org'ST 6 OLT'S ¢ 
096°Z 6 08h T v 
> oes. $ I 028". $ £061 
= yon posg SI6I ‘Is Jaquis90q, suonippy 489, 
=] o}1] Sururewey 
= E161 ‘I yap ‘afvy summumay asvsaap fo uouvummsajag 
S S49'8Z S0E'SS 086 ISI SES'ELT c08"F 0S6‘0¢ O€Z‘ TST O8T‘Z0Z OT9'S 06 
S 0F8'L6 01206 069'8FI 0€2L'891 LEV'S 090‘8% OzS'8hT = OL'96T 098'2 61 
x LIP 0€ §96'6S OFE'6ET $66 691 £66'F OLE'¥S Ove'6EI OTL‘S6I O16'L 8I 
> 009'28 O€F'3s 0L8'SET 006'8ST 69'F 086'6F 0L8°S8T 008'S81 O9T's AT $s 
Be: S60 16 S16 61 069 €&1 G09'ES1 Br0'¢ 096'9F 069°SE1 OF9 081 OS? € 91 on) 
3 LV¥9 8G ELL 16 062 961 £99 8h1 16L'F 0GF‘0S 062 961 O16 LLT 089 2 ST 
~ BSL 96 GSI GS 029 Tél GLL SPI €h9'F O16 LF 029 TéI O€S 69T 096 & iA! 
= LPP 16 686 81 GPT OBI 61 6ET Gl6'F OSF‘9F OFT OZT OLS 99T 0gt S I 
os €66'LZ 16812 0ZE'SIT LIGPEI = =—s LEE 0ZT'6> OC'ZIT —OPF'I9T «=-—«OBL'B él 
© LOB8'GS £86'02 016'801 Sr'6cl = BFF OFL‘eF OT6'80T = OS9'BST = «OFT II 
~ 628 SZ 169 81 018 90T TOP SET Er9'F OGh'FF OT8‘90T 0&@ IST OIL] OT6T 
OL‘ LE$ 899‘8T$ 060 GOT 892 061 vE6'EI O€F‘9F 060°Z01$ OzS°8FT O8T 6 6 
eeseees ee ceeee eeetece ¥28'901 18¢°81 OFe'6ST eeereee Ore’6EI OL¥'s 8 
oe eeeee oe eetee 18286 698'ET 018°S§T ee eeeee 0L8‘SEI O81’ L 
898'6L 19°31 069'EE1 ones 069'6ST 0069 9 
681'L9 29121 062L‘92T Fagg 062981 OLT S$ ¢ t 
LZ0°S¢ P1081 029‘TST eapbray 0Z9'TSI O8F'T t 
S10 &F BS2'TT OFT‘OZT ‘wats OFT 0GT 068 L £ 
T8L'1€ T68‘0I 0zS‘IT ee) Oze‘ZIT Ors G 
068 02 189‘OT O16‘80T he oa O16‘80T 001 Z I 
ale aay 60G01$ = = GOS'OTS = OTS‘9OT al 018'90T 0361's 0061 
“* . eeeeeeee ee eeeeee 060‘°Z0T$ ee eerene 060°20T$ eater OO6T ‘T “Wel ‘soueleq 
sjasse 1824 Jo pus zeeh 30 seh jo % Or 3 “S14 BuLAOTIOF seaf 30 svai jo pus seef Bump 1g se9quIes[q 
PN worneissidap pus 03 pus 03 zea 30 uorze1seidap jo pus 03 ye suonIppe suonPppy Pepus s89 
JO} DALISOY Oo SUONeIIdxe uUoTNEesdep uonedesdeaq siseg ‘180A 3O suOTeldxe Te20L 
TOL 10], pue 3e sjosse TROL 
}0 souRleg 
(siasso fo ssoj2 yova 4of padojaaap aq pjnom anpayrs ajosngas py) 








TVLIdVD GALSHANI NI NOISNTONI WOA LNNODDV LNVId JO LNAWdOTHAAC TVIILAAMOAHL 




















Plant Accounts in Invested Capital 








The use of appraisals as at March 1, 1913, as the basis for 
depreciation charges in expense is well established if the appraisals 
were taken at or about that date. In the published rulings of the 
bureau of internal revenue are cases wherein appraisals of real 
estate taken a year later than the date at which it was priced have 
been accepted. Appraisals taken at a later date but priced as at 
March 1, 1913, or any other earlier date must be well supported 
by collateral evidence to be allowed. 

In using an appraisal taken at a later date, but valued as at 
March 1, 1913, items purchased during the intervening period 
must be eliminated. If the books have been poorly kept as to 
plant accounts it is sometimes difficult to convince the treasury 
department that this can be done properly. 

Pricing buildings and machinery at reproductive cost as at any 
date not too remote is not difficult, as the appraisal companies 
have the necessary data recorded at that time. Determining the 
condition and the accumulated depreciation as at an earlier date, 
however, is more difficult, and upon the satisfactory accomplish- 
ment of this rests the value of appraisals as at an earlier date 
taken to-day for the purpose of reducing taxes. If a satisfactory 
solution is possible, the treasury department must accept such 
recent appraisals in order that there be no discrimination against 
those who were not so fortunate as to have had an appraisal made 
about March 1, 1913. 

As mentioned earlier, the date March 1, 1913, has no signifi- 
cance in calculations of invested capital, but in certain circum- 
stances appraisals as at dates prior to March 3, 1917, may be 
used as the foundation of plant accounts in invested capital. When 
a partnership or single proprietorship was incorporated, or two 
separate corporations were consolidated in a new corporation, 
prior to March 3, 1917, the plant assets (and other assets subject 
to other limitations of the law, such as intangibles) may be 
included in invested capital at their fair cash value at the time of 
such reorganization. 

If a new company was organized and the assets and business 
of a single predecessor company were transferred to the new 
company, the plant assets (and other assets as above) may be 
included in the invested capital of the new company at their fair 
cash value at the time of such reorganization only if in the 
reorganization there has been a distinct change of entity. 
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The department does not specify what constitutes such a 
change of entity, merely stating that there may be such a change 
even though there is no change in capital or stockholding, although 
substantial changes in either would seem to be the soundest 
indication of a change of entity. The department has ruled that 
mere reincorporation in a state other than that in which originally 
incorporated, in order to avoid objectionable laws, would not be 
considered as constituting a change of entity. 

Appraisals allowed at reorganizations as indicating the cost 
of the plant assets, or the amount of paid-in surplus in connection 
therewith, are allowable at no other time than when the assets 
are acquired by the company, and are allowable subsequent to 
March 3, 1917, the date of enactment of the first excess-profits- 
tax law based upon invested capital only when there is a change 
of interest in such assets of more than 50 per cent. 
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Steamship-ticket and Money-forwarding 
Agents’ Accounts 
By Louis H. RupEen 


The accounting requirements of the steamship-ticket and 
money-forwarding agent present no complex problems nor serious 
technical difficulties; and while those features peculiar to the 
business will necessarily demand special methods of treatment, 
they are simple and involve no new or complicated principles. 
The business of the agent consists of selling steamship tickets ; 
preparing the various documents required by the passenger; for- 
warding money; trading in foreign currencies as well as in 
Liberty bonds and sometimes also in other securities; collection 
of bank deposits and wages for customers from out-of-town 
localities ; writing letters, etc., for illiterates; insuring and for- 
warding customers’ baggage to steamers, and similar services. 
Sometimes the agent is also the owner of hotels for the accom- 
modation of waiting passengers; occasionally he is an insurance 
broker, frequently a banker. Indeed, many banks with a foreign 
clientele devote one or more departments to the business of the 
legitimate agent. We shall not here concern ourselves with the 
hotel, insurance or banking business, but confine our discussion 
to the transactions of the ordinary agent with no foreign cor- 
respondents. 

While there are agents who do business on the instalment 
plan, these are few and generally insignificant, and need not be 
taken into account here. The business of the great majority is 
run entirely on a cash basis, so that accounts receivable and, inci- 
dentally, bad debts are both happily eliminated. Similarly, as he 
wants few supplies, he may dispense with the accounts payable 
ledger. The few creditors appearing on the books may be kept 
readily in the general ledger. 

The financial books in use are: 

Pending-receipt book 

Cash received voucher book 
Cash paid voucher book 
Cashbook 

Journal 

Ledger 

Other books and records for statistical purposes may be kept, 
but these we need not consider. 
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The operating accounts in the general ledger may be classified 
as follows: 


Income accounts Expense accounts 

Steamship-ticket commis- Salaries 
sions Advertising 

Documents Circularizing 
Money forwarding Rent 
Foreign exchange General expense 
Baggage 
Insurance 


Miscellaneous income 

In addition the usual asset and liability accounts are kept, of 
course, as well as accounts with the currency of each country 
concerned and with each steamship and money-transfer company. 
The books are balanced monthly ; the various income and expense 
accounts are closed in the customary manner to a profit-and-loss 
account, and a balance-sheet and a statement of earnings are 
made up. 

After these preliminary remarks we may proceed to take up 
in detail the books, the accounts and the transactions. 

PENDING-RECEIPT BOOK is an ordinary receipt book, bound 
and consecutively numbered, with detachable receipts and remain- 
ing stubs. For convenience three receipts may be printed on a 
page, so that the book will have the appearance of the usual 
form of cheque book. These receipts are issued in conjunction 
with (a) deposits frequently required from customers to insure 
against cancellation of orders; (b) money received through the 
mail or otherwise the amount of which is insufficient for the 
purpose intended or the disposition of which is temporarily 
uncertain; (c) cheques or drafts received for collection, payment 
upon which will be deferred until collected; (d) amounts left 
by passengers for temporary safe-keeping. Money thus received 
is credited through the usual medium to an accounts-pending 
account in the general ledger, in the numerical order of the 
pending receipts issued therefor, each receipt being given one 
line in the ledger as is done in the case of “sundry accounts” in 
personal ledgers. 

These amounts necessarily are eventually either refunded to 
the customer or applied to the purchase price, as the case may be. 
In the first instance the amount paid is debited in the regular 
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manner by means of a cash-paid voucher to the corresponding 
number of the receipt redeemed in the accounts-pending account. 
When the amount is to be applied to the purchase price, it 
becomes necessary to transfer this item from the accounts-pending 
account to its proper account. To simplify this procedure and 
avoid a host of journal or contra entries, the transfer is effected 
by means of a pending-receipt-redeemed column, provided both 
on the cash-received voucher and on the debit side of the cash- 
book. This transfer is made only at the time the balance due on 
the transaction is paid. On the cash-received voucher the full 
amount of the transaction is first shown (the pending-receipt 
returned being considered as cash) ; the receipt is then deducted 
and the net amount is brought down. In the cashbock this is 
similarly entered, the pending-receipt-redeemed column being a 
deduction and therefore a debit column (on the principle of the 
ordinary discount column kept in cashbooks). The items there- 
from are debited to their corresponding numbers in the accounts- 
pending account. In a busy office where hundreds of these 
receipts are issued and redeemed weekly the advantage of this 
method cannot be overestimated. In such cases a controlling 
account only of these accounts pending is kept in the general 
ledger, and the individual items are posted to a subsidiary ledger. 

CASH-RECEIVED-VOUCHER BOOK. Vouchers about 3 x 6 inches, 
bound consecutively, numbered and perforated three or more to 
a page, with permanent duplicate sheets, constitute the original 
entry books for all cash-received transactions. A money column, 
a pending-receipt-redeemed column and four or five lines to 
permit the segregation of the several items charged, as well as a 
space for the date and sales clerk’s initials, are provided. A 























301 CASH RECEIVED VOUCHER 
Customer's name Joun SMITH No Amt 
For 391 10 
American S.S. Co. prepaid ticket No. 1234 106 50 
Commission 5 00 
Baggage 2 50 
Insurance 2 00 
Letter writing 1 00 
Date: Jan. 5, 1921 117 00 
Clerk: J. T. W. —_—_— 
Amount received 
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voucher is made out for each transaction, showing the accounts 
affected, customers’ names and where necessary other explana- 
tions. This voucher with the cash goes to the cashier and finally 
to the bookkeeper for verification and entry. A carbon copy of 
the transaction remains in the book for reference. 

THE CASH-PAID-VOUCHER BOOK contains vouchers similar in 
form, size, etc., to the cash-received vouchers. They differ from 
the latter only in color, so as to be readily distinguishable, and in 
the omission of the pending-receipt-redeemed column. These 
vouchers are used exclusively for cash paid out of current receipts. 

When conditions warrant it, two sets of cash-received and 
cash-paid vouchers may be used simultaneously. These should 
be differently colored, one set being used for counter transactions 
and the other for mail transactions. This would necessitate the 
use of two separate cashbooks. 

THE CASHBOOK contains entries of all cash-received and cash- 
paid vouchers, listed numerically. It will be noted that payments 
made by cheque do not appear in the cashbook at all but are 
entered in the journal, as explained later. The difference between 
the daily receipts and payments is deposited on the following 
morning, and a cash-paid voucher for that amount is made out, 
so this book should be balanced daily. 

The debit side has the following columns: cash received; 
pending receipt redeemed No...; pending receipt redeemed 
amount; (the last two are debit columns as before explained) ; 
sundries; steamship ticket commissions; baggage; insurance; 
documents; miscellaneous income. The sum of the first and third 
columns will equal the sum of the last six. 


CasH Receivep JaANuary, 1922 








Deduct 
Vouch P.R.R. 
No. Date Item Cash No.Amt. Sundry Comm Bagg Ins Doc Misc. 
301 5 Amer.SS.P. 1234 107 00 3891 10 106 50 6 00 250 2 00 1 00 
302 6 Amer.Exp.No.56789 
(for 10,000P.Mks) 50 00 50 00 
303 P.R. 1413 15 00 15 00 





Pending-receipt-redeemed and sundries columns are posted in 
detail—the others in total only. Cash column need not be posted 
at all. 

The credit side of the cashbook has columns for cash paid; 
sundries; documents; general expense; bank. When a control 
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account is kept for the accounts pending, special columns are 
required on both sides of the cashbook. To provide the cashier 
with funds after the deposit is made, a cashier’s fund of say $100 
is kept on hand. 

THE JOURNAL performs at once the functions of the credit 
side of the ordinary cashbook and the common journal. How- 
ever, if regard for tradition or a keener judgment or what not 
deters one from such usage, two books may be employed. The 
divided journal of three columns on either side with an explana- 
tion space in the centre is suitable for that purpose. The debit 
columns may be headed general expense, advertising, sundries. 
On the credit side may be sundries, money forwarding (profit) 
and bank. All cheques issued are here listed chronologically, the 
account chargeable being placed in one of the debit columns and 
the credit in the bank column. Adjustments made on money- 
forwarding advices are journalized immediately beneath the 
entry for the cheque issued in settlement thereof. For example: 

American Express Co. Dr. $500.00 to bank, Cr., $500.00 
Cheque No. 303 issued in settlement of our advice of 
this date. 
American Express Co. Dr. $27.50 to money forwarding 
Cr. $27.50. 
Our profit on above advice. 

Monthly closing entries and all other usual journal entries are 
also made in this book. The totals of all columns with the 
exception of sundries are posted at the end of the month. 


THE LEDGER is used exactly as in all other kinds of business 
and requires no special remarks. 


THE TRANSACTIONS 

STEAMSHIP-TICKET TRANSACTIONS. The agent represents as 
many steamship companies as possible. They sometimes number 
twenty-five or more. His profit from this source consists of a 
fixed percentage on the price of each ticket, which is prede- 
termined by the company and is alike for all its agents. Since 
the war this rate has been almost uniformly 5 per cent. on the 
gross ocean fare. The reader will understand that the ocean fare 
is not the only charge included in a steamship ticket. Railroad 
fare from port of landing to passenger’s destination is often 
prepaid by the passenger. A war tax is collected by the govern- 
ment from each passenger. On such items no commission is 
paid to the agent. 
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Tickets are of two kinds: “outward,” entitling purchaser 
here to passage abroad, and “prepaid,” entitling bearer abroad 
(for whom the ticket was purchased here and forwarded) to 
passage to this country. Another classification is by accommo- 
dation on the steamer, such as first class, second class, third 
class, steerage, cabin, etc. But while these distinctions determine 
the price of the ticket, they do not affect treatment on the agents’ 
books. Blank tickets are furnished the agent gratis by each 
company. These are in book form and are consecutively num- 
bered. The numbers rather than the names of the purchasers 
are carried through the financial books. Upon sale of a ticket, 
a cash-received voucher is made by the sales clerk, giving the 
name of purchaser, the name of the steamship company, the 
number of the ticket, and the amount received separated into its 
elements of cost and commission. In entering the voucher in the 
cashbook the full amount received goes into the cash column, 
the amount due the company in the sundries column and the 
commission earned and the various other charges in their 
respective columns. The amount in sundries is then posted to 
the company’s account in the ledger. 

As soon as possible an “advice list” is made up, showing the 
number of each ticket sold, the names of the passengers and their 
destinations, amounts collected and due the company and such 
other information as the company requires. While this list is 
usually made by the sales clerk from the stubs of the tickets sold, 
the bookkeeper should verify it from his ledger entries. A 
cheque is drawn for the amount due the compary and is remitted 
together with the advice list. This cheque is posted from the 
journal to the company’s account, which should then be in 
balance. Refunds for canceled tickets are credited to a refund 
account when received from the company and charged to that 
account when paid to the customer. It will thus be seen that 
very frequently the busy agent will be in possession of large sums 
belonging to the various companies. For that reason he is usually 
bonded by each company. 

MONEY FORWARDING. It is not the purpose of the writer to 
enter into an exhaustive discourse on foreign exchange, even if 
he could. Nor, indeed, will this be necessary, for though fluctu- 
ations in the rate of exchange directly and materially affect the 
agent’s profits, it must be remembered that we are discussing the 
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affairs of an agent only, not of a principal, and his initiative is 
limited. 


In the first place be it understood that the actual money sold 
by the agent for transmission abroad is neither seen nor handled 
by him—far less forwarded. This is all done by the forwarding 
or transfer company which is equipped with the necessary 
facilities of foreign offices and correspondents for the purpose. 
The latter also assumes all liability of delivery and of refund if 
no delivery can be effected. 


The agent’s transactions consist in the selling of drafts and 
cheques in their various forms and modifications, drawn on the 
transfer company. Books of these cheques, drafts and receipts, 
advice sheets, etc., are furnished the agent. These have stubs 
or duplicate sheets, are numbered and, as in the case of steamship 
tickets, accounts are kept with the numbers, not with the pur- 
chasers. An example of these transactions will perhaps best 
illustrate the points involved. 


A customer desires to send 100,000 Polish marks to Warsaw, 
Poland. The agent obtains the latest rate (let us say 40 cents 
per 1,000) from the transfer company, adds his profit (which is 
governed by competition and market conditions) of 10 cents 
per 1,000, and charges the custumer 50 cents per 1,000 plus the 
company’s postage charge of 50 cents—in all $50.50. The agent’s 
profit is $10.00. A settlement statement or advice is made up, 
giving payee’s name and address and amount to be forwarded. 
This with a cheque for $40.50 is sent to the company. The 
latter then advises its correspondents in Warsaw to pay to the 
designated person 100,000 marks, and upon their doing so the 
whole transaction is completed, so far as the agent is concerned. 
Suppose, however, that before the agent has advised the sale to 
the company there is a slump in the rate of exchange to 35 cents 
per 1,000; The agent then makes his advice on the basis of the 
new rate and his profit is increased to $15.00. If on the other 
hand the rate jumps to 45 cents per 1,000 his profit is reduced to 
$5.00. It is clear that in such cases the agent’s profit is not 
exactly known when the sale is made, but is contingent upon the 
rate of exchange when the advice is sent. This gives opportunity 
for speculation to the unscrupulous agent by unduly delaying the 
advising of his orders until a favorable drop in the exchange 
rates occurs. 
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The method of recording these transactions reflects the 
uncertainty of their results. When the sale is made the full 
amount received is credited to the company’s account and remains 
there as a liability until the advice is made up and settled. When 
that is done the settlement cheque is charged to the company’s 
account. The profit is then ascertained on the entire advice, by 
comparing cost and selling prices of each item, and a journal 
entry is made charging the company’s account and crediting 
money forwarding (income) with that amount. This entry would 
naturally balance the company’s account. Unless business is dull 
an advice will contain a good many items. In normal times, when 
fluctuations of the rate of exchange are never very marked, this 
method of transferring money works fairly well. During the 
war, however, and the unsettled conditions prevailing in Europe, 
many of the money orders forwarded could not be executed by 
the transfer companies because of their inability to find the payee. 
For reasons not very clear, it sometimes took several years for 
the company to apprise the agent and through him the customer 
of the non-delivery of the order and to offer a refund. During 
this time European exchange had taken a sharp decline so that 
customers who had paid say $300 or $400 for 1,000 rubles were 
tendered in refund a ridiculously small fraction of the original 
amount. This was naturally imputed to the manipulations of the 
agent, though he was entirely innocent of any wrongdoing. The 
agent neither makes nor loses on a refund. He simply turns over 
the amount received from the company to the customer. 

To protect the sender in the above cases from such loss, the 
expediency of forwarding money in United States dollars is now 
generally acknowledged. This does not signify that the payee 
will receive his money in dollars; it means merely that he will 
get as much of the currency of the country in which he is as the 
dollars advised will buy at the time payment is made. The 
advantage in this is that the sender in the case of non-delivery 
will receive the full amount paid in, less, of course, the agent’s 
and company’s charges for service. Money forwarding on this 
basis in no way alters the agent’s bookkeeping methods, for 
though the profit is here nothing more than a charge for services 
in no way dependent upon exchange rates, yet for convenience 
it is still calculated on the advice rather than on each separate 
transaction. 
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Money sent by telegraph or cable does not differ from the 
methods above outlined. For an additional charge the transfer 
company instead of advising its foreign correspondents by 
mail to make certain payments, which is the usual routine, does 
so by telegraph or cable to expedite delivery. 

Refunds are handled like refunds on steamship tickets. 

FoOREIGN-MONEY-EXCHANGE transactions consist of buying and 
selling the various foreign currencies both paper and specie. The 
profit or loss would ordinarily be the difference between cost and 
selling price, but here too the element of fluctuation must be 
reckoned before accurate results can be obtained. 

Ledger accounts are kept with the money of each country, 
such as rubles, francs, lire, Austrian kronen, Polish marks, lei, 
etc. These are debited both in dollars and the foreign equivalents 
for all purchases and credited similarly with all sales. At the 
end of the month the balance on hand is calculated at the current 
rate and the difference between the amount thus obtained and the 
book values is the profit or loss for the month. This difference 
is then corrected by a charge to the account and a credit to foreign- 
money exchange in case of a profit or the entries are reversed in 
case of a loss. Liberty bonds and other securities of similar 
nature would be treated in like manner. 

We may dismiss the other sources of income with a word. 
DocuMENTs account is credited with the income received from 
the sale thereof and is charged with the cost of paper, visés, 
notary fees, etc. The invoice for all baggage delivered will be 
received from the express company at the end of the month, so 
that the BAGGAGE account may be charged. The credits for this 
account as well as for INSURANCE will come from the cashbook. 
The cost of the insurance sold is known at the time of sale. 


The expense accounts are self-explanatory. 


347 











Accounts of Cotton Hosiery Manufacturers 
By A. A. PIPER 


It seems necessary to state at the outset that the writer will 
not make any effort to take up every ramification of an audit of 
cotton hosiery manufacturers’ accounts, but only items of interest 
to accountants who are unfamiliar with this trade which may 
be said to be peculiar to these institutions. Such knowledge should 
materially assist the practitioner when he is called upon to audit 
the accounts of these concerns. 

The work of these factories consists in converting the raw 
cotton yarn into finished hosiery of varying grades, colors and 
sizes. The usual factory departments are: 

. Knitting. 
. Looping. 
Inspecting and mending. 
Fleecing. 
Dyeing. 
Bleaching. 
. Boarding and pressing. 
. Finishing. 
Paper-box factory. 

10. Packing and shipping. 
The departments vary, depending upon the size of the plant, type 
of machinery, etc. Quite often the paper boxes in which the 
hosiery is packed are purchased from outside manufacturers 
instead of being manufactured by the concern itself. Some firms 
also have their own spinning mill, where they make at least a 
part of, if not all, the cotton yarn used in manufacturing the 
hosiery. 

The selling department of the business is usually in charge of 
agents who have their main offices in New York. They employ 
their own traveling: salesmen and are paid a percentage of the 
net sales as a commission. 


i 


© o 


Accounts RECEIVABLE 


It is not unusual for sales to be made with a certain allowance 
for freight charges in addition to the customary cash discounts 
allowed for prompt settlement. The amount of the allowance is 
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always computed as a certain percentage on the weight of the 
shipment and not on the sales price. In case of concerns at a 
distance it is made so as to compete with concerns in closer prox- 
imity to the purchaser in order to give him as low or a lower 
freight rate than that of competitors. These allowances in the 
aggregate are often quite large and make an appreciable difference 
in the amount of the receivables which can be expected to be 
realized in cash. If the accounts fail to reflect any allowance, it 
can very readily be ascertained if any are to be made by an 
examination of the orders on file. 

The auditor must be especially careful to detect any shipments 
which have been made subject to the approval of the customer 
and have been treated as regular sales in the accounts. It might 
be claimed that it would be perfectly proper to treat these ship- 
ments as regular sales and in event of their return to handle them 
through the return-sales account. It must be noted, however, 
that “‘an option to purchase if he likes is essentially different from 
an option to return if he should not like.” (Pence v. Carney, 78 
Ark. 123.) As a large quantity of seconds is sometimes shipped 
in this manner, the best practice seems to be to charge them to 
accounts that more clearly indicate their correct status. When 
it is definitely ascertained that the shipment will be accepted it 
can be charged to the customer’s account. Quite often the goods 
are not accepted, and in that event the freight charges must be 
paid both ways. All past-due accounts should be carefully scru- 
tinized and an investigation should be made to see whether or 
not the merchandise has been sent “on approval.” Almost the 
only way in which an auditor could detect such shipments would 
be by unusual terms, deferred payments or the acknowledgment 
of the officer in charge. 

It will sometimes be found that shipments which have been 
made during the first few days after the close of the fiscal period 
have been included in the current sales. This is a favorite practice 
with some concerns and the argument often advanced is that the 
car was partly loaded before the close of the fiscal period. The 
railroad bills-of-lading will furnish the exact date of the shipments. 


INVENTORIES 


Few concerns have accurate cost systems in use, and the 
majority have none at all. The methods of valuing the inventories 
of work-in-process and finished goods is, therefore, an arbitrary 
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one and either good or bad, depending upon the knowledge of the 
officer under whose authority it is priced. As much of the work 
is performed by automatic machines, with operations clearly 
separated by departments, the proper distribution of the factory 
overhead is not so complicated as it would seem. 

A method of verifying the raw material inventory of cotton 
yarn, which can be used to advantage when the concern under 
audit does not manufacture many different styles, is to compare 
the production with the amount of yarn said to have been used. 
As the management usually knows how much yarn it takes to 
make a dozen pairs of hose of a given grade and size, the auditor 
can use this method in verifying the quantity on hand, if the 
amount stated seems unreasonably large. In using this method, 
however, an allowance will have to be made for spoilage. 

As the work progresses through the factory a certain amount 
of waste (spoilage) accumulates. In the knitting department a 
machine may break a needle and a whole stocking be spoiled 
before the operator discovers the defect. In the looping depart- 
ment the hose is cut down to the seam and sewed up, with 
resultant waste. Since most concerns have a yearly contract with 
upholstering or similar firms for the sale of this waste material, 
it has a readily ascertainable value, although it is often left out of 
the inventory altogether. The auditor of course must demand 
that it be included, and, if no inventory has been taken, he must 
insist that one be made. If the audit is performed subsequent to 
the close of the fiscal period, deductions can be made for the 
estimated accumulation since that date. The item is mentioned 
here because it is the practice of some concerns to accumulate 
the material until a car-load lot can be shipped so as to effect a 
saving in the freight charges. In such cases the omission from 
the inventory would make a considerable difference in the final 
net profits for the period. 

The auditor will sometimes find that merchandise received 
during the latter part of the month and the corresponding liability 
have been omitted from the inventory. As all concerns will be 
found to have either a receiving department or some other method 
of recording the receipt of merchandise, supplies, etc., the com- 
parison of the vouchers with such records will detect any 
omissions. 
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CoNTAINERS 


In purchasing aniline oil, acids, etc., the containers are charged 
to the purchaser at stated prices on the invoices and credits are 
given for the returns as made. The auditor of course should see 
that these containers are included in the inventory. It would not 
be correct to show the value of those on hand as a deduction from 
the liability on accounts payable as the invoices mugt always be 
paid when due, regardless of the number of containers on hand. 
The deductions can be made properly when the credit memo- 
randum has been received. 


PuRCHASE CONTRACTS FOR FuTURE DELIVERIES 

An item of great importance, especially in an audit for credit 
purposes, is the question of contracts for future delivery of raw 
materials. Contracts are made on a yearly basis, often involving 
the expenditure of hundreds of thousands of dollars, for the 
future delivery in monthly quantities of large amounts of cotton 
yarns, dyestuffs and chemicals. Although it is not customary 
for accountants to include contracts in the assets and liabilities 
on the balance-sheet, it is quite obvious that a banker considering 
extension of credit would be much interested in knowing about 
such items. The contracts for dyestuffs and chemicals usually 
contain a clause protecting the purchaser to some extent against 
any decline in market prices. This is not the case, however, with 
the contracts for the purchase of cotton yarns, and in years like 
1920 manufacturers suffered heavy losses on account of such 
contracts. When the cotton market has declined to such an extent 
that a loss is inevitable, if we are to follow the accountant’s rule 
to “anticipate no profits and provide for all possible losses” we 
must make some provision for such losses. On the other hand, 
if contracts have been placed and the market has advanced con- 
siderably the banker would like to know this fact also as it would 
probably be a point in favor of extending the manufacturer the 
desired credit. (For a detailed discussion of the treatment of 
purchase contracts see article by Homer N. Sweet, in the March, 
1921,issue of THE JouRNAL OF ACCOUNTANCY entitled Treatment 
of Commitments of Purchasers, etc., on Certified Balance-Sheets.) 

An examination of the contract file will give the auditor a 
fairly accurate idea of the amounts which the concern will have 
to expend monthly therefor, in addition to regular wages of 

employees and for miscellaneous manufacturing supplies. 
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FREIGHT 


For factories in the southern states, the expenditures for 
freight on raw materials and supplies are usually large. Often 
it will be found that the client has been paying the freight bills 
without making any effort to verify the charges, either as to rates 
or weight. The auditor must not pass over the freight account 
with the assumption that the railroad companies make no mis- 
takes. Overcharges are frequently collected. When plants are 
in small cities the likelihood of overcharge is enhanced, as some of 
the transportation companies employ low-salaried and conse- 
quently inefficient rate and bill clerks. One case is known in 
which a small factory had had overcharges ranging from $200 to 
$300 a month, which the railroad company was forced to refund. 

The auditor should inquire closely into the system of checking 
the freight and express bills, particularly if the concern does not 
have an efficient traffic manager. Every bill should be verified 
both as to rates and weight, and the auditor should make an 
examination of a sufficient number of the bills to satisfy himself 
that this is being done. 

Practically all concerns hold membership in some local textile 
or other trade organization. These associations usually have 
efficient traffic departments and will verify the freight rates 
without making any additional charges. To the small manu- 
facturer, unable to employ a clerk who has a sufficient knowledge 
of classifications and rates to render satisfactory service, this is 
particularly advantageous. 


Cost SysTEMsS 

It is not the intention of the writer to go into the details of 
cost accounting as applied to this industry, but rather to give 
accountants who are unfamiliar with the factory operations some 
idea of the conditions. At the present time much interest is 
expressed by the manufacturers as to the advisability of installing 
cost systems. Many new factories have been put into operation 
within the past few years, with the result that competition has 
been greatly increased and factory managers are realizing more 
and more the necessity of keeping expenses at a minimum. No 
doubt the auditor will be frequently asked to explain, perhaps in 
considerable detail, the advantages and disadvantages of a niodern 
cost system and its adaptability to the particular company under 
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As explained in a preceding paragraph, the factory operations 
are clearly separated by departments, and as the same styles of 
product are continually going through the same operations, it will 
be found that in a number of plants, especially the smaller ones, 
an estimating cost system, properly used, will give practically all 
the desired information. Besides being more simple to operate, 
it has the advantage of eliminating the larger expenses involved 
in installing and operating the more detailed cost system. An 
intimate knowledge of factory operations with a practical under- 
standing of the principles of cost accounting will enable an intel- 
ligent employee to operate an estimating cost system; and this 
method sometimes will be more satisfactory to the management 
than would be the more elaborate systems which some cost 
accountants so ardently advocate. 
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EDITORIAL 





Accountant and Banker 


Among the richest blessings of the times is the increase of 
cordiality and mutual understanding between men of the same 
trade or profession and between men engaged in similar or 
related callings. 

The time is not immemorial when the banker, for instance, 
was in constant fear lest his competitor across the street should 
learn something of his business, his customers or his financial 
condition. In those days it was often true that the banker felt 
himself entitled to know all about his customers but conceded to 
the customers themselves no right to a similar acquaintance with 
the business of the bank. It is rumored that in remote places 
these conditions linger to-day. But for the most part the banker 
as we know him is a wide-awake, straightforward man of busi- 
ness, who has learned the benefits of codperation with his fellow 
banker and is gradually learning that codperation to an even 
further extent is to the advantage of all concerned. Yet among 
some of the most progressive bankers there still remains room 
for improvement—and it may not be amiss to say so. 

Let us glance for a moment at the relationship between the 
banker and the accountant. Is it all that it should be? Is there 
complete harmony between these two closely allied professions? 
Is the banker somewhat prone to demand at times with a degree 
of intolerance that the accountant shall set his house in order 
while he himself ignores certain manifest needs in his own house- 
keeping? These questions are prompted by recent utterances of 
bankers, notably an address reported in the Boston Transcript of 
March 15th, in the course of which the speaker, a representative 
of the Merchants National Bank of Boston, expressed a good 
deal of dissatisfaction with reports made by accountants and 
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submitted by business men in support of their applications for 
credit. There have been similar statements by several represen- 
tative bankers and we admit frankly and freely that there has 
been justification for much criticism. Far too many accountants 
are ready or seem to be ready to fail to emphasize weaknesses in 
the financial condition of clients which should be made clear to 
the banker. This matter has received the careful consideration 
of leaders in the accounting profession and it is gratifying to 
know that committees have recently been appointed by the Robert 
Morris Associates, an organization of credit-men of the banks, and 
by the American Institute of Accountants in the hope of bringing 
about a better understanding between the two professions and 
with the firm intention of removing evils which exist. 

The point in mind at the moment, however, is not the short- 
comings of the accountant but rather the somewhat distorted 
view of the facts which seems to affect the vision of some bankers. 
Looking back over the record of the accounting profession for 
the past thirty years, which practically covers the life of American 
accountancy, we find a remarkably small percentage of unsatis- 
factory work and a really astonishing lack of intentionally dis- 
honest work. It is doubtful if any profession or trade or industry 
can present a record as free from moral turpitude as is that of 
the accountant. The practitioner in accountancy is not always 
a heaven-born genius, and in a great many cases he lacks the 
ethical point of view which should be held by every member of 
a learned profession, but he is generally honest and as a rule 
strives to present facts as they are. 


The banker, however, in some cases seems to have lost his 
sense of perspective. He expects the accountant to render services 
in excess of the accountant’s engagement. And he expects him 
frequently to display an insistence upon details which the banker 
himself does not require of his customer. It is all very well to 
say that the statement of accounts should reveal this thing or 
that and to hold the accountant responsible when the statements 
are not complete, but the banker himself is not blameless in the 
matter. We firmly believe that if the banker and the accountant 
will unite in the demand for access to all matters which have 
a bearing upon the financial condition of the client the banker 
will find that the accountant can render an indispensable service. 
It has been openly stated by bankers that they hesitate to insist 
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upon properly certified statements for fear of losing business. If 
this is true, as we believe it is in many cases, the banker is not 
exactly in a position to criticize adversely the accountant who is 
unable to bring pressure to bear upon the client sufficient to 
induce a complete exposition of conditions. 

What we are trying to say may be summed up in a few 
words. Let the banker criticize and accuse the accountant of all 
the shortcomings of which he is guilty, but before doing so let 
him be sure that he has done his own part well. 





Finance, Sound and Unsound 


A recent demagogic suggestion that the banks should be 
required to disgorge their wealth to finance enterprise and that 
thereby burdens would be lifted from the shoulders of the public 
must have struck the thoughtful reader with a good deal of force. 
The power of the suggestion is the inference of intense ignorance 
on the part of the general pubtic. 

Unfortunately it seems to be characteristic of the leaders of 
labor—or at least of some of them—that they either know nothing 
whatever of finance and economics, or else, comprehending the 
lack of such knowledge on the part of their audience, they attempt 
to put into effect proposals absolutely silly and futile. The idea 
that the banks are great depositories of wealth having respon- 
sibility to no one and that all that is necessary to bring such 
resources into common use is legislative enactment or popular 
demand is a fair indication of the fatuous nature of much widely 
disseminated clap-trap. 

Accountants have an opportunity for real service in refuting 
the sophistries which are now so much in the air and in the ink. 
None knows better than the accountant the facts of finance and 
none should be better qualified than he to expound them so that 
the public may have knowledge. 

The case was aptly put in a recent address by Sir Halford J. 
Mackinder at the annual dinner of the Glasgow Chartered 
Accountants Students’ Society. With a change of terminology 
here and there what was said in Scotland might well have becn 
said in the United States. We commend to the thoughtful 
attention of our readers the following excerpts from a report of 
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his speech. There are many men in the public eye to-day who 
would receive a benefit and confer one by a grasp of the principles 
expressed. 


They (as chartered accountants) held a secret which he 
wished the public had. That secret was double entry. When 
they made a credit entry they knew that they had also to make 
a debit entry. If the public only remembered that it would ease 
the path of politicians and statesmen. Take, for instance, what 
he found, not merely in working-class circles but in the drawing- 
rooms of London—a belief that the masses of deposits in the 
banks were wealth. The fact of the matter was they were debts. If 
he went to his banker and persuaded him to give him a credit to his 
account he proceeded to write a cheque, with which cheque he 
paid the man to whom he owed a debt. That man passed on that 
cheque to his banker and forthwith it was wealth to his account. 
But that man’s wealth was simply his debt. If they could only 
persuade the public to understand that these thousands of millions 
which figured today in the balance-sheets of the banks were really 
debts, we would have gone a long way towards sanity and a long 
way to recuperation in the nation. It seemed to him that at the 
present time the profession of the chartered accountant was the 
most important in the country. They had to be realists, and their 
difficulty was to get business men to be realists. But beyond looking 
at the facts they had to go further. They had to be idealists. They 
had to sympathize with the business man who called them in. 
They had to picture what was not—prosperity. They had to bring 
it about. Accountancy was a profession, not a business, and the 
essence of a profession was that it had a law of self-denial, of 
morality, of public service. It was to that law that the nation 
owed its standing in the world to-day. In this age of joint-stock 
companies, when al! men were interested in commercial ventures, 
we required men who drew themselves apart, who refused to touch 
profits, who took fees for their services independent of the size 
of the business with which they were associated, whose main 
aim and function in life was to keep to essential truths. To-day 
with limited liability they had distributed responsibility. Bank- 
ruptcy had lost half its terrors with limited liability. Limited 
liability meant that nobody was specially responsible. Therefore 
it was that the services of the chartered accountant were abso- 
lutely necessary to the safety of our civilization. 


He knew no finer preparation for public service, for 
high statesmanship, for great offices than the profession of the 
chartered accountant, generously and broadly prepared for and 
conceived. During the war they were constantly told that 
what they wanted in parliament was business men. He differed 
from that view. The life that had been spent in business, aimed 
at the profit of a great company it might be, put a man in a 
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different frame of mind from that which was necessary to be a 
great minister of the crown. He had not got the altruistic attitude. 
The theorist on the other hand, the political economist, perhaps 
lacked the concrete knowledge which was got in business; but he 
said that the business man lacked a little of the detachment which 
was got in academic study, and he held that the public service 
required both the concrete experience and the detachment. The 
chartered accountant saw the inside of the business, but he saw 
it from a detached point of view. He wanted to suggest to the 
students that they were the medical advisors of commerce. 























Income-tax Department 
Epitep By STEPHEN G. Rusk 


The treasury decisions usually submitted in this department of THE’ 
JouRNAL or AccouNTANCY have an appeal limited chiefly to accountants 
and even to some of them must be at best but prosy reading. This month, 
however, we have a decision that should be cut out by every business man 
carrying on a business requiring the taking of inventories, and the rules 
laid down should be adopted by him as part of his accounting routine. 
It would also make good text material for schools of accountancy and 
commercial practices. The decision that has thus excited our admiration 
is treasury decision No. 3296 upon the subject of inventories; the necessity 
therefor; what may be included and what may not; the methods of 
valuation; definitions of “cost” and of “cost or market,” etc. The articles 
dealing with inventories in regulations 45 we thought were concise and 
comprehensive, but the amendments of these regulations by this decision 
are an improvement over the former. Good advice to the readers of this 
department is given when we say read this decision carefully. 

Another decision worthy of more than passing attention is the one 
(No. 3315) embodying a decision of the United States district court upon 
the matter of taxable income on tax-free-covenant bonds. The question 
of the inclusion in income of the individual of the amount of the tax paid 
by the corporation for the bondholder is definitely settled. While account- 
ants generally have found no difficulty with this question, it has not been 
easy, in some instances, to convince the client that the tax paid for him 
by the corporation should be included in his income since it was deductible 
after the tax had been computed. 

Other decisions submitted this month refer to extension of time for 
filing certain returns and the exemption from taxation of income from 
war-savings certificates. 


TREASURY RULINGS 
(T. D. 3291—Feb. 21, 1922.) 


Income tax. 


Extension of time until June 15, 1922, of the final date for filing returns of 
domestic corporations (form 1120) for the calendar year 1921, the 
at a ended January 31, 1922, and the fiscal year ending February 

1 


Under the authority of section 227 of the revenue act of 1921 a general 
extension of time is hereby granted domestic corporations up to and 
including June 15, 1922, for completing returns of income for the calendar 
year 1921, the fiscal year ended January 31, 1922, and the fiscal year ending 
February 98, 1922, conditional upon the filing of tentative returns with the 
proper collector of internal revenue on or before March 15, April 15, and 
May 15, 1922, respectively, accompanied with at least one-fourth of the 
estimated amount of tax due, together with a statement setting forth the 
reason why the return can not be completed within the prescribed time, and 
a formal request for the extension. 

Tentative returns submitted in accordance with the foregoing should 
be on form 1120, on which should be written plainly across the face 
“tentative return.” Only the name and address of the taxpayer and the 
estimated amount, if any, of the tax due need be stated. 
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Any deficiency in the first instalment as determined upon submission 
of the final return will bear interest at the rate of 6 per cent. per annum 
from March 15, Aprii 15, or May 15, 1922, respectively. 


(T. D. 3292—Feb. 28, 1922.) 
Income tax. 


Extension of time in which to file annual returns of normal income tax to 
be paid at the source (forms 1013 and 1042). 


In view of the delay which has been occasioned in the printing of 
forms 1013 and 1042, annual returns of normal income tax to be paid at 
the source, a general extension of time is hereby granted up to and 
including April 1, 1922, with respect to such returns for the calendar 
year 1921. 


(T. D. 3296—March 3, 1922.) 


Income tax—Inventories. 


Articles 1581-1588, Regulation No. 45 (1920 edition), amended. 
Articles 1581-1588, regulations No. 45 (1920 edition), are amended to 
read as follows: 


Art. 1581. Need of inventories—In order to reflect the net income 
correctly, inventories at the beginning and end of each year are necessary 
in every case in which the production, purchase, or sale of merchandise is 
an income-producing factor. The inventory should include raw materials 
and supplies on hand that have been acquired for sale, consumption, or 
use in productive processes, together with all finished or partly finished 
goods. Only merchandise, title to which is vested in the taxpayer, should 
be included in the inventory. Accordingly, the seller should include in his 
inventory goods under contract for sale but not yet segregated and applied 
to the contract and goods out upon consignment, but should exclude from 
inventory goods sold, title to which has i to the purchaser. A pur- 
chaser should include in inventory merchandise purchased, title to which 
has passed to him, although such merchandise is in transit or for other 
reasons has not been reduced ‘to physical possession, but should not include 
goods ordered for future delivery, transfer of title to which has not yet 
been effected. 

Art. 1582. Valuation of inventories—The act provides two tests to 
which each inventory must conform: (1) It must conform as nearly as 
may be to the best accounting practice in the trade or business, and (2) it 
must clearly reflect the income. It follows, therefore, that inventory rules 
can not be uniform, but must give effect to trade customs which come 
within the scope of the best accounting practice in the particular trade or 
business. In order to clearly reflect income the inventory practice of a 
taxpayer should be consistent from year to year, and greater weight is to 
be given to consistency than to any particular method of inventorying or 
basis of valuation, so long as the method or basis used is substantially in 
accord with the regulations. An inventory that can be used under the 
best accounting practice in a balance-sheet showing the financial position 
of the taxpayer can, as a general rule, be regarded as clearly reflecting his 
income, : - AF cyl 

The basis of valuation most commonly used by business concerns and 
which meets the requirements of the revenue act is (a) cost or (b) cost 
or market, whichever is lower. (For inventories by dealers in securities, 
see art. 1585.) Any goods in an inventory which are unsalable at normal 
prices or unusable in the normal way because of damage, imperfections, 
shop wear, changes of style, odd or broken lots, or other similar causes, 
including secondhand goods taken in exchange, should be valued at bona 
fide selling prices less cost of selling, whether basis (a) or (b) is used, 
or if such goods consist of raw materials or partly finished goods held for 
use or consumption, they should be valued upon a reasonable basis, taking 
into consideration the usability and the condition of the goods, but in no 
case shall such value be less than the scrap value. Bona fide selling price 
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means actual offerings of goods during a period ending not later than 30 
days after inventory date. The burden of proof will rest upon the taxpayer 
to show that such exceptional goods as are valued upon such selling basis 
come within the classifications indicated above, and he shall maintain such 
records of the disposition of the goods as will enable a verification of the 
inventory to be made. 


In respect to normal goods, whichever basis (a) or (b) is adopted must 
be applied with reasonable consistency to the entire inventory. Taxpayers 
were given an option to adopt the basis of either (a) cost or (b) cost or 
market, whichever is lower, for their 1920 inventories, and the basis adopted 
for that year is controlling, and a change can now be made only after 
permission is secured from the commissioner. Goods taken in the gpa? 
which have been so intermingled that they can not be identified wit 
specific invoices will be deemed to be either (a) the goods most recently 
purchased or produced, and the cost thereof will be the actual cost of the 
goods purchased or produced during the period in which the quantity of 
goods in the inventory has been acquired, or (b) where the taxpayer 
maintains book inventories in accordance with a sound accounting system 
in which the respective inventory accounts are charged with the actual 
cost of the goods purchased or produced and credited with the value of 
goods used, transferred, or sold, calculated upon the basis of the actual 
cost of the goods acquired during the taxable year (including the inventory 
at the beginning of the year), the net value as shown by such inventory 
accounts will be deemed to be the cost of the goods on hand. The balances 
shown by such book inventories should be verified by physical inventories 
at reasonable intervals and adjusted to conform therewith. 


Inventories should be recorded in a legible manner, properly computed 
and summarized, and should be preserved as a part of the accounting 
record of the taxpayer. The inventories of taxpayers on whatever basis 
taken will be subject to investigation by the commissioner, and the tax- 
—_ _ satisfy the commissioner of the correctness of the prices 
adopted. 


The following methods, among others, are sometimes used in taking 
or valuing inventories, but are not in accord with these regulations, viz: 


(a) Deducting from the inventory a reserve for price changes, or an 
estimated depreciation in the value thereof. 

(b) Taking work in process, or other parts of the inventory, at a nom- 
inal price or at less than its proper value. 

(c) Omitting portions of the stock on hand. 

(d) Using a constant price or nominal value for a so-called normal 
quantity of materials or goods in stock. 

(e) Including stock in transit, either shipped to or from the taxpayer, 
the title of which is not vested in the taxpayer. 


Art. 1583. Inventories at cost-—Cost means: 

(1) In the case of merchandise on hand at the beginning of the taxable 
year, the inventory price of such goods. 

(2) In the case of merchandise purchased since the beginning of the 
taxable year, the invoice price less trade or other discounts, except strictly 
cash discounts, approximating a fair interest rate, which may be deducted 
or not at the option of the taxpayer, provided a consistent course is followed. 
To this net invoice price should be added transportation or other necessary 
charges incurred in acquiring possession of the goods. 

(3) In the case of merchandise produced by the taxpayer since the 
beginning of the taxable year (a) the cost of raw materials and supplies 
entering into or consumed in connection with the product, (b) expendi- 
tures for direct labor, (c) indirect expenses incident to and necvssary for 
the production of the particular article, including in such indirect expenses 
a reasonable proportion of management expenses, but not including any 
cost of selling or return on capital, whether by way of interest or profit. 
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(4) In any industry in which the usual rules for computation of cost 
of production are inapplicable, costs may be approximated upon such basis 
as may be reasonable and in conformity with established trade practice 
in the particular industry. Among such cases are (a) farmers and raisers 
of live stock (see art. 1586), (b) miners and manufacturers who by a 
single process or uniform series of processes derive a product of two or 
more kinds, size or grade, the unit cost of which is substantially alike (see 
art. 1587), and retail merchants who use what is known as the “retail 
method” in ascertaining approximate cost. (See art. 1588.) 


Art. 1584. Inventories at market—Under ordinary circumstances, and 
for normal goods in an inventory, “market’’ means the current bid price 
prevailing at the date of the inventory for the particular merchandise in 
the volume in which usually purchased by the taxpayer, and is applicable 
in the cases (a) of goods purchased and on hand, and (b) of basic ele- 
ments of cost (materials, labor, and burden) in goods in process of 
manufacture and in finished goods on hand; exclusive, however, of goods 
on hand or in process of manufacture for delivery upon firm sales con- 
tracts (i. e., those not legally subject to cancelation by either party) at 
fixed prices entered into before the date of the inventory, which goods 
must be inventoried at cost. Where no open market exists or where 
quotations are nominal due to stagnant market conditions, the taxpayer 
must tise such evidence of a fair market price at the date or dates nearest 
the inventory as may be available, such as specific purchases or sales by the 
taxpayer or others in reasonable volume and made in good faith, or com- 
pensation paid for cancelation of contracts for purchase commitments. 
Where the taxpayer in the regular course of business has offered for sale 
such merchandise at prices lower than the current price as above defined, 
the inventory may be valued at such prices less proper allowance for 
selling expense, and the correctness of such prices will be determined by 
reference to the actual sales of the taxpayer for a reasonable period before 
and after the date of the inventory. Prices which vary materially from 
the actual prices so ascertained will not be accepted as reflecting the 
market. It is recognized that in the latter part of 1918, by reason among 
other things of governmental control not having been relinquished, condi- 
tions were abnormal and in many commodities there was no such scale 
of trading as to establish a free market. In such a case, when a market 
was established during the succeeding year, a claim may be filed for any 
loss sustained in accordance with the provisions of section 214 (a) (12) 
or section 234 (a) (14) of the statute. (See arts. 261-268.) 


Art. 1585. Inventories by dealers in securities—A dealer in securities, 
who in his books of account regularly inventories unsold securities on 
hand, either (a) at cost or (b) at cost or market, whichever is lower, or 
(c) at market value, may make his return upon the basis upon which his 
accounts are kept; provided that a description of the method employed 
shall be included in or attached to the return, that all the securities must 
be inventoried by the same method, and that such method must be adhered 
to in subsequent years, unless another be authorized by the commissioner. 
For the purpose of this rule, a dealer in securities is a merchant of 
securities, whether an individual, partnership, or corporation, with an 
established place of business, regulariy engaged in the purchase of 
securities and their resale to customers, that is, one who as a merchant 
buys securities and sells them to customers with a view to the gains and 
profits that may be derived therefrom. If such business is simply a branch 
of the activities carried on by such person, the securities inventoried as 
here provided may include only those held for purposes of resale and not 
for investment. Taxpayers who buy and sell or hold securities for invest- 
ment or speculation, and not in the course of an established business, and 
officers of corporations and members of partnerships, who in their indi- 
vidual capacities buy and sell securities, are not dealers in securities within 
the meaning of this rule. A dealer in securities is not entitled to the 
benefits of section 206 with reference to the gain from the sale of securities. 
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Art. 1586. Inventories of live-stock raisers and other farmers.—(1) 
Farmers may change the basis of their returns from that of receipts and 
disbursements to that of an inventory basis, which necessitates the use of 
opening and closing inventories for the year in which the change is made. 
There should be included in the opening inventory all farm products 
(including live stock) purchased or raised which were on hand at the 
date of the inventory, but inventories must not include real estate, build- 
ings, permanent improvements, or any other assets subject to depreciation. 


(2) Because of the difficulty of ascertaining actual cost of live stock 
and other farm products, farmers who render their returns upon an 
inventory basis may at their option value their inventories for the current 
taxable year according to the “farm-price method,” which provides for the 
valuation of inventories at market price less cost of marketing. If the 
use of the “farm-price method” of valuing inventories for any taxable 
year involves a change in method of pricing inventories from that em- 
ployed in prior years, the opening inventory for the taxable year in which 
the change is made should be brought in at the same value as the closing 
inventory for the preceding taxable year. If such valuation of the opening 
inventory for the taxable year in which the change is made results in an 
abnormally large income for that year, there may be submitted with the 
return for such taxable year an adjustment statement for the preceding 
year based on the “farm-price method” of valuing inventories; upon the 
amount of which adjustments the tax, if any be due, shall be assessed and 
paid at the rate of tax in effect for such preceding year. 


(3) Where returns have been made in which the taxable net income 
has been computed upon incomplete inventories, the abnormality should be 
corrected by submitting with the return for the current taxable year a 
statement for the preceding year in which such adjustments shall be made 
as are necessary to bring the closing inventory for the preceding year into 
agreement with the opening porn: Be inventory for the current taxable 
year. If necessary to reflect the income, similar adjustments may be 
made as at the beginning of the preceding year, and the tax, if any be due, 
shall be assessed at the rate of tax in effect for such year. 


Art. 1587. Inventories of miners and manufacturers. — A taxpayer 
engaged in mining or manufacturing who by a single process or uniform 
series of processes derives a product of two or more kinds, sizes, or grades, 
the unit cost of which is substantially alike, and who in conformity to a 
recognized trade practice allocates an amount of cost to each kind, size, 
or grade of product which in the aggregate will absorb the total cost of 
production, may use such allocated cost as a basis for pricing inventories, 
provided such allocation bears a reasonable relation to the respective 
selling values of the different kinds of product. 


Art. 1588. Inventories of retail merchants. — Retail merchants who 
employ what is known as the “retail method” of pricing inventories may 
make their returns upon that basis, provided that the use of such method 
is designated upon the return, that accurate accounts are kept, and that 
such method is consistently adhered to unless a change is authorized by 
the commissioner. Under this method the goods in the inventory are 
ordinarily priced at the selling prices and the total retail value of the goods 
in each department or of each class of goods is reduced to approximate 
cost by deducting the percentage which represents the difference between 
the retail selling value and the purchase price. This percentage is 
determined by departments of a store or by classes of goods, and should 
represent as accurately as may be the amounts added to the cost prices 
of the goods to cover selling and other experses of doing business and for 
the margin of profit. In computing the percentage above mentioned proper 
adjustment should be made for all mark ups and mark downs. 

A taxpayer maintaining more than one department in his store or 
dealing in classes of goods carrying different percentages of gross profit 
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should not use a percentage and profit based upon an average of his entire 
business but should compute and use in valuing his inventory the proper 
percentages for the respective departments or classes of goods. 


(T. D. 3301—March 10, 1922.) 
Income tax 
Tax exemptions of treasury (war) savings certificates. 

Treasury (war) savings certificates, hereinafter sometimes called 
“savings certificates,” include all issues and series of United States war- 
savings certificates and United States treasury savings certificates issued 
under the authority of section 6 of the second Liberty bond act of Sep- 
tember 24, 1917, as amended and supplemented. The act provides, in 
section 7 thereof, as follows: 

All such bonds and certificates shall be exempt, both as to principal 
and interest, from all taxation now or hereafter imposed by the United 
States, any state, or any of the possessions of the United States, or by any 
local taxing authority, except (a) estate or inheritance taxes and (b) 
graduated additional income taxes, commonly known as surtaxes, and 
excess-profits and war-profits taxes, now or hereafter imposed by the 
United States upon the income or profits of individuals, partnerships, 
associations, or corporations. The interest on an amount of such bonds 
and certificates the principal of which does not exceed in the aggregate 
$5,000, owned by any individual, partnership, association, or corporation, 
shall be exempt from the taxes provided for in subdivision (b) of this 
section. 


Savings certificates issued under this statute are by their terms entitled 
to the exemption set forth in this section. 


In accordance with the provisions of the statute savings certificates are 
issued on a discount basis with interest to maturity discounted in advance 
at the rate fixed by the secretary of the treasury. On certificates of the 
series of 1918, 1919, 1920, and 1921 (old issue) interest was discounted at 
the rate of about 4 per cent., compounded quarterly, if held to maturity, 
and about 3 per cent. if redeemed before maturity. Certificates of these 
series were issued at a price which increased from month to month during 
the year of issue and the certificates mature on January 1, 1923, January 
1, 1924, January 1, 1925, and January 1, 1926, respectively. On savings 
certificates of the new issue interest is discounted, at present issue prices, 
at the rate of about 4% per cent. per annum, compounded semiannually, 
if held to maturity, and about 3% per cent. if redeemed before maturity. 
Certificates of the new issue are issued at a fixed issue price and mature 
five years from the date of issue of each certificate. Savings certificates 
are not transferable, nor is it lawful for any one person at any one time 
to hold more than $5,000, maturity value, of any one series thereof. 

In the case of a taxpayer reporting income on a basis of cash receipts 
and disbursements the difference between the issue price of the savings 
certificates and the amount received upon their redemption is deemed to be 
income to the holder in the taxable year when received. The amount 
thus received is exempt from all state and local taxation (except estate 
and inheritance taxes) and from the normal federal income tax and the 
corporation income tax. It is not exempt from graduated additional income 
taxes, commonly known as surtaxes, nor from excess-profits and war- 
profits taxes, except to the extent that it falls within the above-described 
exemption in respect of the interest on an aggregate principal amount of 
4 and 4% per cent. Liberty bonds, treasury certificates of indebtedness, 
and savings certificates, not exceeding $5,000. For the purpose of com- 
puting this limited exemption savings certificates are to be taken at issue 
price, and if the exemption is claimed with respect to any holdings of 
savings certificates it will be deemed to cover the period during which 
the taxpayer holds the savings certificates in respect to which the 
exemption is claimed and not merely the taxable year in which the 
certificates are redeemed. In other words, if the taxpayer holds and 
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claims exemption upon $4,000 (issue price) of savings certificates of 
the series of 1922 for the full period of five years to maturity, he will 
not be able to claim any exemption with respect to any other holdings 
in excess of $1,000 of Liberty bonds, treasury certificates of indebted- 
ness, or savings certificates under the $5,000 limited exemption above 
described for any part of the five-year period. If, on the other hand, 
the holder of $4,000 (issue price) of savings certificates, series of 1922, 
has during the prior four years taken the full benefit of the $5,000 
limited exemption with respect to other holdings of bonds or certifi- 
cates, he will not be able to claim exemption in the fifth year for more 
than the amount by which the maturity value of the savings certificates 
exceeds the published redemption price at the beginning of that year. 

In the case of a taxpayer reporting on an accrual basis the interest 
to be reported for each year is the excess of the published redemption 
price of the certificates at the end of his accounting year, or of the 
amount received upon redemption if redeeined during the year, over 
the corresponding published price for the beginning of that year; and 
the interest exempt from taxation, if any, is the proportion of the interest 
accrued that the portion of the issue price includable in the exemption 
for each year is of the total issue price. 

This treasury decision supplements the provisions of articles 79, 80, 
and 83 of regulations No. 62 (1922 edition), relating to the income tax, 
war-profits, and excess-profits tax. 


(T. D. 3315—March 31, 1922.) 


Income tax—Acts of September 8, 1916, and October 3, 1917—Decision 
of court. 


1. Income Tax—Bonps—TAx-FREE CovENANT. 


Under Title XII, section 1205, subdivision (c) of act of October 3, 
1917, amending subdivision (c) of section 9 of act of September 8, 1916, 
taxes on bonds of a corporation, containing covenants agreeing to pay 
to bondholders interest at a prescribed rate without deduction of taxes, 
is income to the individual to the extent of the tax thus paid by the 
corporation. 

2. NormAL TAx—TAax oN INDIVIDUAL. 

The normal tax of 2 per cent., while paid at the source by the cor- 

poration, is not a tax on the corporation but a tax on the individual. 
3. IncomeE—Tax on Bonps—Gains—Pnrorirts. 

The taxes so paid by a corporation for and on behalf of the indi- 
vidual bondholder come within the definition of income as “gains, profits, 
and income derived from any source whatever” in section 1200 of the 
act of 1917. 

Bonps—TAx-FrEE CovENANT—TAx Par By Opszicor. 


The tax-free covenant in the bonds is equivalent to an agreement of 
the obligors to pay the owners the agreed rate of interest plus the taxes, 
and it is immaterial whether the taxes are paid by the owners of the 
bonds to the government and the amount thereof refunded by the obligors 
to the owners, or whether under the covenant and the statute the taxes 
are paid direct to the government by the obligors, since the tax is on 
the individual but collectible from the corporation, the corporation 
paying the tax because of its contract with the bondholder. 


> 


Unirep States District Court, EASTERN DisTRIcT OF PENNSYLVANIA. 


George V. Massey v. Ephraim Lederer, collector of internal revenue for the 
first district of Pennsylvama. 
Upon trial before the court without a jury. 
[December, 1921.] 
This is a suit brought against the defendant as collector of internal 
revenue for the first district of Pennsylvania to recover the sum of $21.31, 
being the amount of additional income tax alleged to have been unlawfully 
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assessed against the plaintiff for the year 1917 under the revenue acts of 
1916 and 1917 and paid under protest to the defendant. 

The facts are as follows: In February, 1918, the plaintiff filed with the 
defendant a return of his taxable income for the year 1917. On his gross 
income, the sum of $8,880 was received as interest on bonds of certain 
corporations containing covenants, varying in form, but to the same effect, 
agreeing to pay to the bondholder interest at the prescribed rate without 
deduction of taxes imposed under any law of the United States. The 
normal tax of 2 per cent. upon the income thus derived was $177.60, which 
was accordingly so assessed by the commissioner of internal revenue, and 
withheld and paid under the provisions of title XII, section 1205, sub- 
division (c) of the revenue act of October 3, 1917, amending subdivision 
(c) of section 9 of the revenue act of September 8, 1916, by the corporate 
obligors of said bonds. In September, 1919, the plaintiff was notified by 
the commissioner of internal revenue that upon an office audit of his 
income-tax returns for 1917, the said amount of $177.60, payable by the 
several corporations under the tax-free covenants of the said bonds, was 
“in the nature of additional income to bondholder” and was subject under 
the revenue acts of 1916 and 1917 to additional taxes of $21.31. Taxes 
to that amount were accordingly assessed and paid by the plaintiff under 
protest. A claim for refund having been duly made and rejected by the 
commissioner of internal revenue, the instant suit was brought. 

The question involved is whether the sum of $177.60, representing the 
aggregate of the normal 2 per cent. tax withheld by the corporate obligors 
and by them respectively paid to the defendant, constitutes an increment 
of taxable income which should have been included in the plaintiff's return 
as part of his gross income for the year 1917. There is no dispute in the 
case that the taxes assessed upon the amount in question were assessed 
under the applicable provisions of the acts of 1916 and 1917 as to 
percentage. 

Title XII, section 1200, of the revenue act of 1917, defining the net 
income of taxable persons, provides: “(a) That, subject only to such 
exemptions and deductions as are hereinafter allowed, the net income of 
a taxable person shall include gains, profits, and income derived from 
* * * interest, rent, dividends, securities, * * * or gains or profits 
and income derived from any source whatever.” 

The situation may be stated as follows: The plaintiff was the holder of 
corporate obligations by the terms of which the obligors respectively con- 
tracted to pay interest annually at a certain rate upon the principal debt. 
They contracted in addition that the amount paid should be without 
deduction for taxes due the United States. It goes without saying that 
this covenant included taxes otherwise payable by the individual upon the 
principal or interest received. 

Under the statutes, interest received by the bondholder is made subject 
to an income tax at varying rates, and title XII, section 1205, subdivision 
(c) of the revenue act of 1917, requires that the normal tax shail be with- 
held by corporate obligors where the obligation contains a tax-free cove- 
nant or contract. In such case the tax is imposed upon the individual 
owning the obligations; but instead of being paid by him and recoverable 
by him from the corporate obligor, congress, in order to prevent multi- 
plicity of collections and obtain direct payment, has provided that the tax 
shall be paid to the government by the corporation which has obligated 
itself to pay the tax for the bondholder. The money paid by the corporate 
obligor pays the debt of the individual owner to the United States and 
not a debt of the obligor to the United States, it being under its contract 
obligated only to the bond owner, but the statute required to pay directly 
to the government and not to the owner. It pays under the statute because 
of its contract with the owner and not because of any tax assessed against 
it. By assuming to pay the interest free of taxes, when the interest 
accruing to the bondholder is made subject to taxes and it pays those taxes 
to the government for the individual, the same situation is created as when 
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a tenant under a lease covenants to pay the taxes upon real estate. The 
rental of the leased premises is thereby increased by the amount of the 
taxes and the total becomes income to the lessor, subject under the revenue 
acts to deduction, but nevertheless income equally with the rent named 
in the lease. 

The tax-free covenant in the bonds is equivalent to an agreement of 
the obligors to pay the owners the agreed rate of interest plus the taxes, 
and it is immaterial whether the taxes are paid by the owners of the bonds 
to the government and the amount thereof paid by the obligors to the owner 
or whether under the covenant and the statute the taxes are paid direct 
to the government by the obligors. 

This conclusion is sustained by the reasoning in the case of Houston 
Belt and Terminal Railway Co. v. United States (250 Fed. 1); Blaylock v. 
Georgia Railway & Electric Co. (245 Fed. 387); Rensselaer & Saratoga 
Railroad Co. v. irwin (239 Fed. 739, affirmed in 249 Fed. 726). 

The taxes paid for the plaintiff by the corporation come within the 
definition of income as “gains, profit, and income derived from any source 
whatever” in the act of 1917. 

The contention of counsel for the plaintiff is that the duty imposed upon 
corporate obligors by the act of 1917, where their obligations contain tax- 
free covenants, constitute in effect an imposition of the tax directly upon 
the corporation and that the argument is strengthened because the corpo- 
ration is not allowed to deduct taxes under tax-free covenants from its 
gross income while deducting certain portions of the interest paid upon 
its obligations. I perceive nothing in this argument to indicate that the 
tax is laid upon the corporation rather than upon the individual. It is 
the normal tax of 2 per cent. upon the individual which the corporation 
is obliged to withhold. The argument that congress intended to lay the 
tax on the corporation because it did not permit the tax so paid to be the 
subject of a deduction has little weight when we find that congress also 
did not allow corporations a deduction for all of the interest paid by them, 
but only for interest upon the amuunt of their indebtedness not in excess 
of their paid-up capital stock or, if none, the amount of capital employed 
plus one-half of the interest-bearing indebtedness then outstanding. The 
net income upon which taxes are payable is what remains out of gross 
income after deduction of what is permitted to be deducted by law and 
we can not draw the broad conclusion that congress intended the 2 per 
cent. normal tax imposed on the individual to be construed as a tax not 
upon him but upon the corporate obligor because of the denial of the 
right to deduct such taxes so paid from the gross income of the obligor. 
—Traylor Engineering and Manufacturing Co. v. Lederer (266 Fed. 583) ; 
First National Bank of Jackson v. McNeel (238 Fed. 559). 

The conclusion is that the plaintiff is not entitled to recover and judg- 
ment will be entered for the defendant. 





John A. Maught, Emile Bienvenu, George C. H. Kernion and L. E. 
Schenck announce the formation of a partnership under the firm name of 
Maught, Bienvenue, Kernion & Schenck, with offices in the Canal-Com- 
mercial building, New Orleans, Louisiana. 





Barrow, Wade, Guthrie & Co. announce the removal of their New York 
office to the Equitable building, 120 Broadway. 





O’Toole & O’Toole, Minneapolis, Minnesota, announce that Thos. H. 
Bibbs has been admitted to partnership. 





Ornstein, Rifkin & Co. announce the removal of their offices to 331 
Madison avenue, New York. 
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Students’ Department 
Epirep spy H. A. FINNEY 


CoNSOLIDATED BALANCE-SHEET—MutTuAL Stock Ho.pincs 


Editor, Students’ Department: 

Str: Would you be so kind as to solve the following problems, which 
are a slight variation from the problem on “interdependent variables” 
which appeared in the June, 1920, issue of the JouRNAL: 





Psosiem I. 
Company A 
FCO T Cae $100,000.00 BNO. ccd tveiin ccoseres $50,000.00 
Stock of B (@ 95).... 14,250.00 rere 75,000.00 
Stock of C (@ 110)... 16,500.00 SD oe its a ars wales 5,750.00 
$130,750.00 $130,750.00 
Company B 
CS ae EE ee $50,000.00 a errr $40,250.00 
Stock of C (@ 105)... 5,250.00 eee 25,000.00 
SNE as dtdw'n dn vc saes 10,000.00 
$65,250.00 $65,250.00 
Company C 
I in dele esa $50,000.00 OE er re $10,000.00 
Stock of B (@ 85).... 4,250.00 Castel stodhe ...66s isss 25,000.00 
ROS 0c s ctabuw sac 19,250.00 
$54,250.00 $54,250.00 


Assumed: That there was no surplus nor deficit on the books of com- 
panies above listed at date holdings therein were acquired. 


Prosiem II. 


Same as above, only there was a deficit of $5,000.00 on Company B’s 
books at date its stock was acquired by Company C, and, further, there 
was a surplus of $5,000.00 on Company C’s books at date its stock was 
acquired by Company B. 


Prosiem III, 


Same as problems I and II above, except at date Company A acquired 
the stock of Company B there was a deficit on Company B’s books of 
$2,500.00 and, further, at date Company A acquired the stock of Company C 
there was a surplus of $3,000.00 on Company C’s books. 


Yours truly, 
Washington, D. C. X. Benper TANSILL. 
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There is no express statement as to what is required, but presumably 
consolidated balance-sheets are wanted in each case. 


Prosiem I 
The peculiar difficulty in this problem arises from the mutual stock 
holdings of Companies B and C. Company A owns stock in each of 
these companies, and Company A’s surplus in the consolidated balance- 
sheet should include its share of the profits of the two companies since 
the date when it acquired their stock. But what was the true loss of 
Company B? And what was the true gain of Company C? 


Company B has made a loss of $10,000.00 from its own operations 
since Company A acquired its stock; but this is not the true loss of 
Company B, for B is entitled to its 20% of the earnings of Company C. 
Company C has earned $19,250.00 since its stock was acquired by Com- 
pany B, but this is not its true income for the period because it must bear 
20% of the loss of Company B. 


Thus B’s loss is $10,000.00 minus its 20% of C’s profit; and C’s profit 
is $19,250.00 minus its 20% of B’s loss. The true loss of B and gain 
of C can be computed by algebra, but first it is desirable to ascertain what 
percentage of stock is held within the organization. 


A’s investment in B: $14,250.00 + .95 = $15,000.00 or 60% 
A’s investment in C: 16,500.00 + 1.10 = 15,000.00 or 60% 
B’s investment in C: 5,250.00 + 1.05 = 5,000.00 or 20% 
C’s investment in B: 4,250.00 + 85 — 5,000.00 or 20% 


Let + = B’s true loss (after taking up its share of C’s profit) 
Let y = C’s true gain (after taking up its share of B’s loss) 


y 
Then + = $10,000 — — 
5 


*z 
and y = $19,250 — — 
5 


Returning to the equation for x, and substituting for y the value of y 
in terms of 2, 
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x 
x = $10,000 — ($3,850 — —) 
25 
£ 
x = $10,000 — $3,850 + — 
25 





x — #/25 = $6,150 
24/25 « = $6,150 
x = $6,406.25 
Returning to the equation for y, and substituting fos # the value of + 
in terms of y, 
($10,000 — y/5 
y = $19,250 — ( ) 
5 

y = $19,250 — ($2,000 — y/25) | 
y = $19,250 — $2,000 + /25 
y — y/25 = $17,250 

24/24 y = $17,250 

y = $17,968.75 














Proof 
$17,968.75 
x = $10,000.00 — 
5 
= $10,000.00 — $3,593.75 
= $6,406.25 
$6,406.25 
y = $19,250.00 — 
5 


— $19,250.00 — $1,281.25 


= $17,968.75 


There are two general methods for making eliminations in preparing 
consolidated balance-sheet working papers. If the investment accounts 
are carried at cost, the book value of the stock at the date of acquisition 
is eliminated from the investment accounts and from the subsidiary capital 
stock and surplus. The holding company’s proportion of any increase 
in subsidiary surplus is added to the holding company’s surplus in the 
working papers, and the holding company’s proportion of the subsidiary’s 
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decrease in surplus is deducted from the holding company’s surplus. If 
the holding company has taken up its share of subsidiary profits and losses, 
by debiting the investment account and crediting surplus for subsidiary 
earnings and by debiting surplus and crediting the investment account for 
subsidiary losses, the book value of the subsidiary stock at the date of 
the consolidated balance-sheet is eliminated. 


In this case the investment accounts are all carried at cost, but the 
preparation of the working papers will be simplified if adjustments are 
made taking up each company’s share of the profits and losses of its 
subsidiaries. After making these adjustments eliminations will be made 
on the basis of present book values. 


To adjust Company B’s accounts: 
StockofC Deficit 





iabancen wer MRO 5 i isc cecnes ce vcnavenen $5,250.00 $10,000.00 
1/5 of C’s gain ($17,968.75 + 5).............. 3,593.75 3,593.75 
Rie DE i. ds ck 5 Sneed ia eansaen $8,843.75 $6,406.25 








To adjust Company C’s accounts: 
StockofB Surplus 





pS 8 Re ee $4,250.00 $19,250.00 
1/5 of B’s loss ($6,406.25 + 5).............. 1,281.25 1,281.25 
Aiea: DaaIN is 3. cos hase coke hee $2,968.75 $17,968.75 








To adjust Company A’s accounts: 
Stock of B StockofC Surplus 





Balances per books .............. $14,250.00 $16,500.00 $5,750.00 
Oh at We tee 6b. cekee SSIR75 (iw... 3,843.75* 
OS a8 Ce chet oni cand cicsicees” © see 10,781.25 10,781.25 
Adjusted balances ............... $10,406.25 $27,281.25 $12,687.50 








The above adjusted balances are used in the following working papers. 
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Company A AND SupsipDiaARIEs B anv C 
Consolidated balance-sheet 
i en RINNE So ck hn Kidnetden $100,250.00 
eae ee Pre 250.00 Minority interests: 
Co. B (20%) 3,718.75 
Co. C (20%) 8,593.75 12,312.50 














Canttal eteck ....5.00..- 75,000.00 
NE -c secede taicces 12,687.50 
$200,250.00 $200,250.00 


The goodwill and negative goodwill items appearing in the working 
papers may be proved in the following manner: 


A’s holdings of B stock: 


Book value at acquisition : 


Sa herr ee $25,000.00 

ons ak te eae hnndadigind tees <o0e 60% 

Book value of stock acquired ........... $15,000.00 
SEED és a viededbaiwetvarscesctcss 14,250.00 
Deduction from goodwill ................. $ 750.00 


A’s holdings of C stock: 


EN RES Oe er ete he eee $16,500.00 
Book value at acquisition: 

RINE 6b Ch ds dnhcawnsaciedeiucs $25,000.00 

ND cad bind «shu keke bee ee ress 60% 

Book value of stock acquired .......... 15,000.00 
Peas b he cs snated Livesctwihisdunys $ 1,500.00 


Dt iicckehannd CikekdachdPas'e sete Outen oe $ 5,250.00 
Book value at acquisition: 

SRD TOS EE EES $25,000.00 

oe es wa eee hn Sina.e se 20% 

Book value of stock acquired ........... 5,000.00 
EE ‘yp Sakw bcos na Manion d bead bs Machue $ 250.00 
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C’s holdings of B stock: 
Book value at acquisition : 


CE WORM oc cds oe is sce $25,000.00 
DE On. o.bbu 0 ccc texcncacneee 20% $5,000.00 
GID | nc ticdva cencddeeesse see 4,250.00 
Deductions from goodwill ................ $ 750.00 
Prosiem II 


The facts in problem II are the same as those in problem I with the 
exceptions stated; the costs of stock purchases remain the same, and 
the surplus and deficit amounts at the dates of acquisition were: 


B had no surplus nor deficit when its stock was acquired by A. 
B had a deficit of $5,000.00 when its stock was acquired by C. 
C had no surplus nor deficit when its stock was acquired by A. 
C had a surplus of $5,000.00 when its stock was acquired by B. 
Let + = B’s loss since its stock was acquired by C. 
Let y = C’s gain since its stock was acquired by B. 


Then $10,000.00 — $5,000.00 = $5,000.00 B’s loss from own operations 
since acquisition by C. 

and $19,250.00 — $5,000.00 — $14,250.00 C’s gain from own operations 
since acquisition by B. 

Then + = $5,000.00 — 1/5 y. 

and y = $14,240.00 — 1/5 x. 

Returning to the equation for # and substituting for y the value of y 

in terms of +, 
$14,250.00 — x/5 
x = $5,000.00 — ( ;: ) 





x = $5,000.00 — ($2,850.00 — +#/25) 
* = $5,000.00 — $2,850.00 + +/25 
x —1/25 + = $5,000.00 — $2,850.00 
24/25 * = $2,150.00 
x = $2,239.58 


Returning to the equation for y and substituting for x the value of + 
in terms of y, 


$5,000.00 vex: y/5 


y = $14,250.00 — ( ) 
5 
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y = $14,250.00 — ($1,000.00 — y/25) 
y = $14,250.00 — $1,000.00 + /25 


24/25 y = $13,250.00 
y = $13,802.08 


Proof 
* = $5,000.00 — 1/5 y 
$13,802.08 
# = $5.000.00 — 
5 
¥ = $5,000.00 — $2,760.42 
# — $2,239.58 
y = $14,250.00 — 1/5 x 
2,239.58 
y = $14,250.00 — 
5 
y = $14,250.00 — $447.92 
y = $13,802.08 
The next step is to adjust the accounts of the three companies by taking ; 


up the gains and losses on subsidiary stock. 


To adjust Co. B’s accounts: 
Stock of C Deficit 





NE BE CIO oi teins s dnd d dcideniweoe $5,250.00 $10,000.00 
1/5 of C’s gain (1/5 of $13,802.08) ......... 2,760.42 2,760.42 
I ds sacbenbeacnews $8,010.42 $7,239.58 








To adjust Co. C’s accounts: 
StockofB Surplus 





I NS a a ca cicwtecadseess $4,250.00 $19,250.00 
1/5 of B’s loss (1/5 of $2,239.58) ............ 447.92 447.92 
I NN ons eh a ba oanrae sous ward $3,802.08 $18,802.08 








To adjust Co. A’s accounts: 
Stock of B StockofC Surplus 





Balances per problem ............ $14,250.00 $16,500.00 $5,750.00 
3/5 of B’s $7,239.58 loss .......... CRORE cadeese 4,343.75* 
8/5 of C’s $18,802.08 gain .........  ....... 11,281.25 11,281.25 
Adjusted balances ............... $9,906.25 $27,781.25 $12,687.50 
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TE: 


Cost 


Cost 


Cost 








Capital stock 
Multiply by 


Goodwill 


Capital stock 
Surplus 


Total 
Multiply by 


A’s holdings in C: 


B’s holdings in C: 
Book value at acquisition: 


Deduction from goodwill 


Book value at acquisition: 


* Book value of stock acquired 


ee a ey 


Book value at acquisition: 
Capital stock 
Multiply by 


ee 


ee ee ee 


ee ee 


ee ee 


Book value of stock acquired 


ee 


Company A AND SuBsIDIARIES B and C 
Consolidated balance-sheet 
Atte ose $200,000.00 Lambton ics he 28s $100,250.00 
EP pre 250.00 Minority interests : 
Co. B (20%) 3,552.09 
Co. C (20%) 8,760.41 12,312.50 
Capital stock .......... 75,000.00 
RY ree 12,687.50 
200,250.00 $200,250.00 


The goodwill items in the working papers may be verified as follows: 
A’s holdings in B: 





WIR RR 20% 


$25,000.00 
ss 1. Doubler cag bos 60% 
pre are $15,000.00 
14,250.00 
eer $ 750.00 
$16,500.00 

$25,000.00 
60% — 15,000.00 
$ 1,500.00 

$25,000.00 

5,000.00 

$30,000.00 
re ae $6,000.00 
5,250.00 


ee eee ewes 
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C’s holdings in B: 


GE ccc nhands sy digs peel cee neaiee’ $4,250.00 
Book value at acquisition: 

Oe eee ee $25,000.00 

PE cctth sa tcundAgnenuwikcacKe kiwerws 5,000.00 

RR EEE Pps Bote bd io Va. roe a $20,000.00 

NS oo a gk ee tae ae ae eae 20% 

Book value of stock acquired ........... 4,000.00 
Es eieraid scales tole da shames tise wes $ 250.00 


Prostem III 


The conditions of this problem appear to be as follows: 
Co. B had a deficit of $5,000.00 when Co. C acquired its stock. 


Co. B had a deficit of 2,500.00 when Co. A acquired its stock. 
Co. C had a surplus of 5,000.00 when Co. B acquired its stock. 
Co. C had a surplus of 3,000.00 when Co. A acquired its stock. 
Then B’s loss since the acquisition of its stock by C was $2,239.58, the 


same as in problem II; and C’s gain since the acquisition of its stock 
by B was $13,802.08, as in problem II. The loss and gain applicable to 


A’s holdings are computed as follows: 








Co. B Co. C 
Deficit and surplus at present (as in problem 2).. $7,239.58* $18,802.08 
Deficit and surplus at date of acquisition by A .... 2,500.00* 3,000.00 
PE CS .cccccccbetebtsneasebbere nen 4,739.58* 15,802.08 
EE cin ahind ovcvepiabheeihes eabndess ces 60% 60% 
FES rE ID. is 0 ore se cecc scenes $2,843.75* $9,481.25 








Stock of B StockofC Surplus 
Adjustment of A’s accounts: 


Balances per problem ............ $14,250.00 $16,500.00 $5,750.00 
BU ON Te MAREE oo occbibcscsbcces REGIE cacicees 2,843.75* 
MM Me cc crcl wieawae _ -Saaesaes 9,481.25 9,481.25 





$25,981.25 $12,387.50 





Adjusted balances ................ $11,406.25 
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ComMPpANY A AND SUBSIDIARIES 
Consolidated balance-sheet 
NE 5, cic ive winlan $200,000.00 EN vs os n'o pekdod $100,250.00 


Minority interests : 
Co. B (20%) 3,552.09 
Co. C (20%) 8,760.41 12,312.50 


Capital eteck .......... 75,000.00 
PR vsekasewetcces 12,387.50 
Capital surplus ........ 50.00 
$200,000.00 $200,000.00 


The capital surplus is the excess of the negative goodwill items over 
the positive goodwill items in the working papers. The various items of 
goodwill may be verified as follows: 


A’s holdings in B: 


GE ass nixean sends see nee eee $14,250.00 
Book value at acquisition: 

BOGE 6k os 0 5 kde dadece cecchaasensaee $25,000.00 

POET <b casncvov dnuanbsds dekh asenral 2,500.00 

WE eins innicixcecte cb beranaseeees $22,500.00 

BO TE oo. ciss nones ddaskannencinsee 60% 

Book value of stock acquired ............ $13,500.00 
CIID 535.050: s'.vik cp anadulaxn dae $ 750.00 


A’s holdings in C: 
Book value at acquisition : 


OR kines andecvnvectcethe lessee $25,000.00 
ID teeta 6 vice eee cocabnaevecne 3,000.00 
TE 6535 bc 00 ewes 06s ae $28,000.00 
gt TNE i 60% 
Book value of stock acquired ............ $16,800.00 
CRE i iwc ack bcc csdueaapuneeaie teaaa 16,500.00 
Deduction from goodwill ................ $ 300.00 
———_ 
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B’s holdings in C: 
Book value at acquisition: 





RE A Pceks cee pbhns Jax tameakeeeet $25,000.00 
Crs 2a ead ie vpwele acids cad be-s 5,000.00 
a deen. ceasaces aes ass'e as hs $30,000.00 
NN Oe Fc click Whadlence tamed were 6:08 20% 
Book value of stock acquired ........... $6,000.00 
ec nis vu cubed ad Bieler sees 50 ks 5,250.00 
Deduction from goodwill ................. $ 750.00 


C’s holdings in B: 


SE Nach wade ns Shad s ouehnascasebadss 250.00 
Book value at acquisition: 

BRS ny eee re $25,000.00 

SE obs a bn Lad bine Rea e dana Mark 5,000.00 

UE on chbecbdndkaimneuaweuetats $20,000.00 

NOSE ea a Pry are 20% 

Book value of stock acquired ............ 4,000.00 
EE Sebebd bw cass diss ecdbandeanteses $ 250.00 


RicHtT TO OFFSET IN PARTNERSHIP SETTLEMENTS 


Editor, Students’ Department: 


Sir: In a recent issue I noted your position in regard to offset of loan 
against capital accounts. Would you kindly offer suggestion as to propriety 
or duty of liquidator of the following dissolution of partnership? 

When all outside debts are paid, losses or profits transferred to partners’ 
accounts, and all assets turned into cash, a partnership liquidator finds 
the balance-sheet as follows: 


ASSETS LIABILITIES AND CAPITAL 
RE CIESN AES Ree arene $15,600.00 Jones, loan ............ $ 2,500.00 
Jones, capital .......... 900.00 ree 4,000.00 
Smith, capital ......... 10,000.00 
16,500.00 16,500.00 


Could you legally withhold from Jones any part of his loan, in order 
to cover the deficit of capital account? Would it make any difference if 
the loan account were a salary account? Assume that you are ready to 
pay the $15,600.00 cash, could you be legally liable to Smith if you paid 
Jones $2,500.00 for loan and he became insolvent before he paid back 
the $900.00 due the partnership? Remember, it is due the partnership and 
not directly to Smith. In this case it seems to me that legally Smith could 
not hold you, any more than you can deduct a credit or abatement from 
the government from some other tax or bill due the government. This 
point of view will conflict with yours, but can you see any flaw in it? 


Yours truly, 
Boston, Massachusetts. Jonn E. BAKER. 
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Could you legally withhold from Jones any part of his loan in order 
to cover the deficit of capital account? Yes. Jones owes the partnership 
$900.00 on capital account. The partnership owes Jones $2,500.00 on loan. 
The liquidator would be derelict if he failed to make the offset, unless 
there are other creditors of Jones. In that case it might be necessary to 
offset only the pro-rata amount which all creditors will receive in bank- 
ruptcy settlement. 

Would it make any difference if the loan account were a salary account? 
I do not think so, if Jones is a partner. It is very doubtful whether a 
partner’s salary is a preferred claim, and even if it is the creditor has a 
right to make offset against a preferred claim. 

Would you be liable to Smith if you paid Jones $2,500.00 for loan and 
he became insolvent before he paid back the $900.00 due the partnership? 
Remember, it is due the partnership and not due directly to Smith. I 
should say that the liquidator would be liable for not acting as an ordinarily 
prudent man would act in handling his own affairs. The liquidator in 
handling his own affairs would not think of paying a man $2,500.00 if that 
man owed him $900.00. He would pay the difference. That is prudence, 
and he would be held liable for failure to exercise prudence if he did not 
pay the difference in conducting the liquidation. The fact that the debit 
balance of Jones’s account is due to the partnership and not to Smith 
direct has no bearing on the case. It is necessary to collect this amount 
from Jones in order to pay Smith in full. If the liquidator does not 
conduct the liquidation in such a way as to collect the debit balance (and 
the offset is virtually a collection) Smith suffers from the liquidator’s 
action. 

It does not seem to me that your analogy in regard to taxes is perti- 
nent. The government protects itself by rules which do not apply to 
dealings between individuals. For instance, I have a United States note 
for five dollars on my desk. It is not good for the payment of duties on 
imports and interest on the public debt. That is a special rule affecting 
the relations of persons with the government; but it should not be set up 
as an analogy to support an argument that paper money can not be used 
for the payment of debts between individuals. 


IncomME Prior To CONSTRUCTION 
Editor, Students’ Department: 

Sir: Will you be kind enough to advise how income derived. under 
the conditions stated below, should be treated? 

1. A acquired a building, subject to the rights of the tenants in the 
property, who could continue to occupy the building for one month. A 
intended to demolish the building as soon as he could obtain possession 
thereof and to erect a building to be used in an entirely new enterprise 
on the premises. He proceeds to do this as soon as the tenants have 
vacated the property. 

Is the rent thus derived properly creditable to rental income or should 
it be treated as a deduction from the cost of acquiring the old and erecting 
the new building? 

2. During the course of erection of the new building above referred 
to city and county taxes are paid. Are these items properly chargeable 
to expense, or should they be treated as part of the cost of erection? 

Yours truly, 

Wilmington, Delaware. I, Rees. 

385 











The Journal of Accountancy 








In my opinion the rents received during the period before the leases to 
tenants expire should be treated as other income. As long as the leases 
continue in force, the property can not be used for plant purposes but is 
necessarily held as an outside investment. The rents received constitute 
income from this investment, and taxes and other expenses applicable to 
this period are a deduction from the income. 

Magnifying things makes them clearer. Suppose that the leases did 
not expire for two years. It becomes more evident that during that time 
the property is an outside investment. The amount of the item involved 
does not affect the principle governing its treatment, and it seems to me 
that the governing factor here is the fact that temporarily the property 
is unavoidably an outside investment. 


After the leases expire the property changes its nature. It is no longer 
an outside investment and ceases to earn income. The taxes paid during 
the construction period should not be charged to income, since the property 
is not an income-producing investment. The taxes are properly chargeable 
to the cost of the completed property. 





It is announced that the firm of Hilton, Mahon & Knowles, of Chicago, 
has been dissolved, and that W. P. Hilton and D. E. Knowles have 
withdrawn. The practice will hereafter be continued by Mahon & Dvorak. 





Eric L. Kohler and Paul W. Pettengill announce the formation of a 
partnership under the name of Kohler, Pettengill & Co., with offices in 
State-Lake building, Chicago, Illinois. 





Francis A. Wright & Co. announce the removal of their offices to 515- 
517 Republic building, Kansas City, Missouri. 





Abadie, Burgess, Hessenbruch & Tanner announce the removal of their 
offices to 50 Church street, New York. 





Harry B. Mills announces the opening of an office at 820 Central 
building, Los Angeles, California. 





Alfred Rose & Co. announce the removal of their office to 140 Cedar 
street, New York. 





Robert J. Hyland announces the removal of his offices to 126 Liberty 
street, New York. 





Park, Potter & Co. announce the removal of their New York office 
to 141 Broadway. 
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Provision for Obsolescence 
Editor, The Journal of Accountancy: 

Sir: In studying the article by Mr. Saliers on the subject of 
capitalizing obsolescence, published in the January issue of the 
JouRNAL, certain comments occurred to me as of possible interest to 
the profession. 

The thesis advanced appears to be two-fold: that from an account- 
ing standpoint there is no such thing as obsolescence and that the 
unreturned cost of obsolete machinery should be amortized by adding 
it to the cost of the new machinery. 

As regards the latter part of the thesis, I believe most of us would 
agree with Mr. Saliers in principle, whether by addition to the new 
machinery cost or by an amortization account, the latter method 
being preferred by the writer in most instances. But as to the first 
proposition that there is no period of obsolescence—that between 
the efficient and the obsolete there is no intervening state of becoming 
obsolete, it would seem that serious issue might be taken. 

To use the author’s own illustration, with the new machine cost- 
ing $4,333.33 (p. 16), there would be a brief moment of equilibrium, 
a period when capitalized costs would balance. Yesterday the machine 
was efficient, because the capitalized cost of the old was below that 
of the new; today they are equal; add tomorrow’s slight depreciation 
and the machine is obsolete. It is to such a fine point that the theory 
leads us. In the case before us the new machine is on the market, 
giving lower cost of production to the concern’s competitors; and yet 
we deny the obvious, that the equipment is obsolescent, approaching 
the obsolete (according to the author himself) by the amount of the 
daily return of the cost of the old machinery. 

If we accept this theory, which seems amply proved by Mr. Saliers’ 
series of illustrations, it follows that that concern which makes the 
most liberal allowance for the return of cost of its obsolescent 
machinery soonest reaches the point at which the machinery becomes 
obsolete, and thereby lowers its cost of production to the level of 
its competitors. An alteration of the unrecovered cost elements in 
the author’s illustrations will demonstrate this point if any demon- 
stration is needed. 

It would follow that where a state of obsolescence is known to 
exist, the progressive concern will hasten the writing off of such 
equipment to reach a parity on cost with its competitors, rather than 
await the normal reduction by ordinary depreciation, which on final 
analysis only throws the burden of decreased profits on future years. 

But is it necessary or advisable to wait until new methods and 
new machinery are on the market before providing for obsolescence? 
We might even go so far with the author as to admit that no actual 
obsolescence exists until the discovery of improved equipment to 
lower production costs. Even so, is it not desirable to make some 
provision therefor? 
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The author has likened loss on obsolete machinery to a fire loss. 
In view of its uncertainty that is perhaps as good a comparison as 
any. But does Mr. Saliers advocate that no fire insurance be carried, 
merely because he would amortize a fire loss not covered by insur- 
ance? It is possible that Lloyd’s would write obsoleteness insurance, 
and a concern might well be justified in carrying it. However, the 
practice of carrying their own insurance is not a new one with many 
concerns, and an obsolescence reserve might be justified on the same 
grounds and by the same arguments. 

The writer admits freely that obsolescence is a factor which may 
be entirely ignored in many classes of property. In some few 
instances separate reserves might be set up to advantage, but in the 
majority of cases it would seem that the best method of inclusion 
would be, as it usually is today, as a factor in determining a proper 
depreciation iate. 

Yours truly, 
Epwin E. Apams. 

Seattle, Washington, March 16, 1922. 





“Causes of Examination Failure” 
Editor, The Journal of Accountancy: 

Sir: I have read with much interest a succession of articles and 
letters on the causes of examination failure. May I present my views 
on the subject as one who took the examination and passed the first 
time? 

First, no Coubt there are many candidates who are full of theory 
but who have not the experience necessary to enable them to solve 
a problem which is entirely new to them. In addition to these there 
are many experienced accountants who go up for examination who 
are hopelessly ignorant of many of the fundamental theories which 
underlie good accounting, auditing and commercial law. In fact, I 
might add that I have met several men who hold the degree of 
C. P. A. who fall in this category. 

Of course the remedy to these conditions is more reading and 
more practice. The Institute has prepared a selected list of books 
through which any experienced accountant can thoroughly prepare 
himself to pass the examination. 

Second, to a certain degree it is possible to predict what the 
nature of the leading questions in the examination will be. This is 
a stunt that is well known to college students, and a thorough 
perusal of previous examinations will show that the questions move 
in cycles. Further, a study of personnel on the board of examiners 
is apt to give one an insight into the particular type of problem 
that these examiners might present. Lack of insight in these respects 
is also a cause of examination failure. 

Third, the question of nervousness is one that plays a large part 
in these examinations. I know a successful candidate who went to 
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the room where the examination was to be given a week before the 
date of the examination and spent the afternoon there so that he 
would be accustomed to his surroundings. Concentration in a 
problem, however, is the best method of avoiding nervousness. No 
doubt college students and others who have taken many examina- 
tions have the advantage over the rest in this respect. 

Fourth, it always has seemed to me that many failures are due to 
the lack of ability on the part of the candidate to convey his ideas 
in good, coherent English. This is a very important matter but is 
easily underestimated because most of us believe we express our- 
selves perfectly. However, I quote a sentence taken from the April, 
1922, number of THe JourRNAL or ACCOUNTANCY to prove that this is 
not always so. 

“It seems to me that part of the explanation as to why so many 
are crowding the so-called accounting schools and colleges is that 
it has frequently been stated in the public press, through speeches 
by accountants and statements by others, that the public accounting 
field is a gold mine with unlimited income, and that there are not 
enough certified public accountants to take care of the business that 
is waiting for them every day; and this publicity is capitalized by 
many schools.” By the time one reaches the end of a sentence like 
the above he is apt to have forgotten the thought at the beginning 
of it. ; 

Fifth, another important cause of failure is the unwillingness of 
the candidate to admit that he does not know the answer to a given 
problem. It is best to remember that the man who is correcting the 
paper is a human being. If there is a particularly abstruse problem, 
such as, for example, the question on municipal accounting in the 
November, 1921, examination, and ninety per cent. of the candidates 
do not know the answer to this question but proceed laboriously to 
fill pages of material conveying what they know of municipal account- 
ing in general, the examiner is apt to mark the bluffers rather severely 
and will certainly welcome a frank confession on the part of the 
candidate that he does not know the answer. 

Yours truly, 
Harry Oper, C.P.A. 

Boston, Massachusetts, April 4, 1922. 





George V. Whittle & Co. announce the removal of their offices to the 
L. C. Smith building, Seattle, Washington. 





Wm. J. Weinhoff & Co. announce the opening of offices at 536 M. & M. 
Bank building, Milwaukee, Wisconsin. 





Hyman Friedman announces the removal of his office to 32 Union 
square, New York. 
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HOW TO RUN A STORE, by Harotp Wuiteneap. Thos. Y. Crowell 

Co., New York. 300 pp. 

How to Run a Store is a book of wise advice to the small retail 
storekeeper or to the man who thinks of becoming one. It tells him 
what he should do and what he should not do if he hopes to succeed, 
facts that are often as plain as a pikestaff to the intelligent observer, 
yet too frequently unsuspected or ignored by the dealer himself. 
It flays unmercifully, yet good-humoredly, the lazy proprietor who 
bemoans the competition of the “chain-store” and the great depart- 
ment store, but points out how such competition may be met. The 
remarkable effect of rapid turn-overs and cash discounts on profits is 
emphasized, as is also the importance of trifles in increasing sales. 
Last but not least in the eyes of the accountant, it shows in simple 
but pertinent illustration the folly of the dealer who “does not bother 
to keep books.” 

All the suggestions and warnings are intensely practical and based 
on common-sense and sound psychology. Indeed the book might 
well be entitled “Psychology of retailing,” but that it would probably 
scare away many who ought to read it. Withal in its witty and 
humorous style of enforcing its points the book displays a fine 
psychology of “selling” its advice, even in chapter XXIII where the 
ostensible employment of a certified public accountant is used to 
fortify a very plausible defence of the fallacy of charging interest 
on capital employed as an expense although not actually incurred. 

The book is well worth while to the small storekeepers of the 
country and it is to be hoped that a wide circulation among them 
will help to reduce the great mortality in that class of trade. Public 
accountants with small-town clients will find many helpful sugges- 


tions in it to pass on to them. 
W. H. Lawron. 


THE SOCIETY OF INCORPORATED ACCOUNTANTS AND 

AUDITORS’ YEAR-BOOK, 1922. 106 pp. 

The 1922 year-book of the Society of Incorporated Accountants 
and Auditors of Great Britain contains the names of 3,360 members, 
of whom 2,859 are in Great Britain and 501 in the colonies and 
foreign countries. The society has organizations in fourteen towns 
in Great Britain and Ireland and there are branch societies in Scot- 
land, Australia, South Africa and Canada. 


WILLS, ESTATES AND TRUSTS, by Conyneton, Knapp AND PINKER- 
ToN. The Ronald Press Company, New York. 825 pp. 


The first of these two books covers in a general way the transfer of 
property by death, the method of settling estates and a review of inheritance 
and income taxation as affecting estates. In the second book, banks and 
trust companies as trustees, the law of trusts and the ways of account-keeping 
and statement-preparation in estate work are the subjects discussed. Then 
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follow sixty pages of forms and a short glossary of the terms com- 
monly used. 

The greater part of the two books is devoted to a restatement of well- 
known and generally admitted principles of law concerning which there 
can be no dispute. It is doubtful, however, how valuable this kind of writing 
would be in a specific case because of differences in local law, estate 
accounting being almost wholly a local matter. These books obviously 
were made to sell throughout the country and thus local laws and procedures 
were necessarily given scant treatment. There is danger in too much gener- 
alization. For example, the authors state that “expenses of last illness, 
cost of burial, and statutory allowances for the family must be paid first, 
and these three kinds are considered equal.” That certainly is not the law in 
many jurisdictions. Expenses of last illness are usually debts of the dece- 
dent and entitled to no preference. It has been held that such expenses 
of a deceased married woman are not charges against her estate at all, 
because they are personal obligations of her husband. 

The books make a plea for the employment of trust companies in the 
settlement of estates. In the preface the authors write: “As the advan- 
tages of appointing corporate trustees become better known many more men 
will make banks and trust companies their executors. * * * Personal 
executorship may then become entirely a thing of the past.” 

That part of volume II which concerns the accounting for estates and 
of which Mr. Pinkerton is named as author leaves us, editorially speaking, 
pleasantly reminiscent. It brings to mind many Saturdays, Sundays and 
holidays in the summer and fall of 1908 when we, again editorially, were 
preparing the course known as Accounting 8 for the School of Commerce of 
New York University. The chief points of this course were reduced to 
writing for the Alexander Hamilton Institute and published by it in 
volume X of its edition of 1911. Certain individuals later secured the right 
to republish this part under the enlightening corporate cognomen of “Key 
Publishing Company.” This new book was widely advertised with a circular 
showing an obviously busy and seemingly successful executive holding the 
book almost affectionately and exclaiming so that all who saw the circular 
could hear him, “It’s worth $10,000 a year to me.” It was, as one might 
say, gratifying to have the book thus appraised. 

However, to return to the book under review. The temptation to make 
comparisons is too strong to resist. For brevity, the earlier volume will be 
referred to as the Key book. It is understood that the Ronald Press owns 
the copyright of this former book which was allowed to get out of print. 

In the Key book we read that it is the belief of many persons that “‘all an 
executor has to do is to receive and disburse money and at the end of his 
administration fill out a blank form provided by the clerk of the probate 
or surrogate’s court. * * * Will makers have persisted in requiring 
only social qualifications until the incompetence of executors generally has 
become a matter of common knowledge.” Thirteen years later Mr. Pinkerton 
writes that people are still thinking that “the * * * duties of an executor 
are to receive and disburse money and at the end of his administration to fill 
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out a blank form provided by the cierk of the probate or surrogate’s court. 
* * * testators * * * have persisted in requiring only social quali- 
fications. * * * The incompetence of executors generally has become a 
matter of common knowledge.” This is a bad situation because, as stated 
in the Key book, “estates are greater in size than ever before and the 
work of the executor has increased proportionately.” Mr. Pinkerton agrees 
when he says: “Estates are larger than ever before and the work of the 
executor has increased proportionately * * *.” 

Executors were warned in the Key book that “many courts have held 
that where an executor fails to keep current books or keeps them in such 
manner that it is impossible readily to prepare the final accounting, the 
executor may be charged personally with the expense of preparing the final 
account. Consequently it is desirable that the executor keep his current 
accounts in a way which will enable him to prepare his final accounting 
without difficulty and at the same time to handle his current work without 
unnecessary labor.” Mr. Pinkerton seems to be of the same opinion for 
he writes: “If the executor fails to keep books or keeps them in such a 
manner that it is impossible readily to prepare the final accounting, he may 
be charged personally with the expense of drawing off that account. For 
this reason it is especially desirable that the executor keep his current 
accounts in a way which will enable him to prepare his final accounting 
without difficulty and at the same time to handle his current work without 
unnecessary labor.” 

While it is highly commendable in Mr. Pinkerton to avoid the split 
infinitive by writing “readily to prepare,” it is to be regretted that in other 
cases he has not been as careful ip the use of words as he might have been. 
For instance, he speaks of “cash divided among the heirs-at-law.” If by 
any chance he should ever see the Key book, he will discover that in it 
such technical words as heirs, next-of-kin, legatees and devisees are used 
correctly. 

In the illustrative example used in the Key book the testator died on 
October 15, 1908, while in that used by Mr. Pinkerton he did not die until 
October 15, 1919. On November 17, 1908, the executor procured certified 
copies of the will and letters testamentary at an expense of $10.40. On 
November 17, 1919, just exactly eleven years to a day, the same copies still 
cost $10.40. Here is one item in the cost of living which did not increase. 
In 1908 certain money was stolen and the Key book states, “Since the money 
stolen belonged to income, the loss of it is charged to income and thus 
does not fall upon the general assets of the estate.” Mr. Pinkerton deals 
with a similar loss by saying, “The loss would be charged against income 
because the money stolen belonged to income and the loss should not fall 
upon the general assets of the estate.” 

Space does not permit further comparisons, of which there are many. 
It should not be inferred, however, that the authors do not give credit 
where they think credit is due. Montgomery’s Income-tax book and his 
Auditing Theory and Practice receive honorable mention. So also do a 
few other worth-while works, including the advanced accounting course 


of the Walton School of Commerce. Harotp DupLey GREELEY. 
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INCOME TAX PROCEDURE, 1922, by Rozert H. Montcomery. Ronald 
Press Company, New York. 1,911 pp. 


This is the sixth consecutive year in which this hardy perennial has 
been reviewed in the JourNAL, and in 1921 it required three reviews, one 
for each volume. Notwithstanding the temptation to air his own ideas, 
each of the three reviewers has commented to a considerable extent upon 
the book itself, and the present review might be constructed almost wholly 
out of the preceding seven. Certainly, the following excerpts are as appli- 
cable to the 1922 edition as to the former ones which inspired them: 
“Possesses the advantage of being complete up to a very recent date.” 
“Instructive from the point of general accounting as well as of income-tax 
procedure.” “The breadth and scope of the work place it above and 
beyond detailed comment.” “Comprehensive and logically developed.” 
“Much practical advice throughout the volume.” “Handles the subject in 
a vigorous and common-sense way.” 

The present edition has somewhat over 1,900 pages, of which about 100 
are devoted to helpful indexes. In addition to a general index of 62 double- 
column pages, there are those covering the special laws relating to estates, 
capital stock and excess-profits and others dealing with the law, the 
revised statutes and the regulations. After an introduction of 27 pages, 
the book is divided into sections concerned respectively with administrative 
matters, determination of income, deductions, special classes of taxpayers 
and the estate and capital stock taxes. At the end of the book, 100 pages 
are devoted to bringing the excess-profits tax procedure up to date, 50 are 
given over to forms, and nearly 100 are used in printing the revenue act 
itself. 

The typographical plan is excellent. Extracts from the law appear in 
small, black-faced type; regulations, rulings and decisions are clearly 
differentiated; the author’s comments, criticisms and illustrations are 
printed in ordinary text type. The reader is materially assisted by finding 
at the beginning of most chapters a short paragraph giving the keynote 
of the chapter. He is further assisted by occasional quotations from the 
dictionary when words like “usufruct” (p. 1,451) have to be employec: 


The typography is remarkably good for a volume rushed to press. An 
occasional error escaped detection, as, for example, on page 1,377, where 
the printer decided that the first line of a paragraph should be the last. 
Even here, the mistake is not serious, for a little ingenuity on the reader’s 
part enables him to reconstruct the paragraph. It may be a good thing 
to wake him up in this way, assuming that he has read the 1,376 preceding 
pages. Seriously, however, this work is encyclopedic—it is not recom- 
mended for light, continuous reading. Just to show that the reviewer has 
at least glanced through the book, the attention of the publishers is 
respectfully directed to the third line on page 1,488 where a letter “e” 
fails to occupy its accustomed place in the word “different,” and to the first 
line on page 1,484 where “gift” is printed “gife.” Incidentally, it is sug- 
gested to the learned author that in the next edition he use “devise” 
instead of “bequeath” in the first line on page 1,483. 
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These trivial comments are more by way of pleasantry than otherwise. 
The 1922 edition is fully up to the standards set by the previous ones, 
which is a genuine compliment. So many new matters are incorporated 
that all of them cannot even be listed. Among the more important may 
be mentioned the preparation of returns covering the sale of capital assets, 
changes in the tax features of reorganizations, the application of losses 
against income for subsequent years, the taxability of personal-service 
corporations, stock dividends and claims for amortization. 


One of the valuable features is the complete explanation of all of the 
important supreme court decisions rendered during the year. Of these, 
perhaps the most striking is the La Belle Iron Works case (pp. 1,598 and 
1,604), which held that appreciation cannot be included in invested capital. 
This sustained the view that Colonel Montgomery has advanced ever since 
the enactment of the 1917 law. He comments vigorously (p. 983) on the 
seeming illegality of former regulations (now amended) defining the tax- 
ability of gains on the sale of assets, taking as his text the cases of 
Goodrich v. Edwards and Brewster v. Walsh. The author’s contention that 
the treasury has no power to question the reasonableness of salaries paid 
in good faith by a corporation to its officers has been upheld by 
United States v. Philadelphia Knitting Mills Co. (p. 871). The important 
decisions of United States v. Phellis, and Rockefeller v. United States 
concerning dividends paid in stock of other corporations are quoted at 
length (p. 736). 


There is a discussion on page 743 of cash dividends the taxability of 
which has been questioned, but the reviewer has been unable to find there 
or anywhere else in the book any reference to dividends declared by savings 
banks and usually taxed on the theory that they are payments of interest. 
This seems a fairly important matter in view of the increase of savings 
bank deposits, and perhaps it should find a place in the next edition. It 
would be helpful also to include a tax calendar showing due dates for 
the various returns and payments. At present, taxpayers rely on banks, 
publishing houses and enterprising accountants for such aids to the memory. 


The chapter on the federal estate tax is a valuable addition to the book. 
There appears, however, one statement which seems too broad. In arguing 
against the taxability of life insurance (in excess of $40,000) payable to 
beneficiaries other than the estate, the author says, on page 1,466: “The 
proceeds of life insurance which do not go to a decedent’s estate never 
formed any part of the decedent’s estate, nor were they liable for his 
debts.” In New York, at least, such insurance can be reached by creditors 
to the extent that it was purchased by premiums exceeding $500 a year. 
It has been said that even the worthy Homer sometimes nods. But criti- 
cizing the author and his exceptionally able staff of collaborators is risky 
because 


“Those oft are stratagems that errors seem, 
Nor is it Homer nods, but we that dream.” 


Harotp DupLeEy GREELEY. 
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ACCOUNTANCY 
United States 
Scovill, H. T. Accounting As a Profession; its + in secondary schools. 
JourNAL oF Accountancy, April, 1922, p. 259-68. 
Sells, Elijah W. Sketch of Accountancy in the United States. Town 
Topics, March 9, 1922, p. 34-5. 


ACCOUNTANTS’ SOCIETIES 

Chartered Accountants’ Students’ Society of Edinburgh and Glasgow Char- 
tered Accountants’ Students’ Society. Transactions. v.1, Session 1919- 
20.” Edinburgh, William Blackwood & Sons, 1921. 273 p. 

Canadian Society of Cost Accountants. CANADIAN CHARTERED ACCOUNT- 
ANT, March, 1922, p. 384-5. 

Incorporated Accountants’ Students’ Society of London. Lectures and 
Transactions for the Year 1919-1920; comprising the lectures delivered 
before the members of the society and report of the committee for 
1919-1920. 2v. London, Incorporated Accountants’ Students’ Society 
of London. 

Australasian Institute of Cost Accountants. Annual Report and Accounts, 
ro2zt. 5 St. James Buildings, William Street, Melbourne. 

Institute of Cost and Works Accountants. Report of Third Annual Dinner. 
Cost AccouNTANT, March, 1922, p. 194-8. 

AGRICULTURE 
Cost Accounting 
Wood, James. Farm Costs. ACCOUNTANTS’ MaGazine, March, 1922, 


p. 164-71. 
AUDITING AND AUDITORS 
Roberts, C. Cullen. Planning an Audit of an Industrial Company. JournaL 
oF AccounTANCY, April, 1922, p. 241-52. 
BALANCE-SHEETS 
Bennett, E. James. Some Points for Consideration in Connection with a 
Customer's Balance-sheet. CANADIAN CHARTERED ACCOUNTANT, March, 
1922, p. 325-40. 
BANKS AND BANKING 
Accounting 
Knight, M. A. Operation of the Analysis Department. BANKERS’ MaGaA- 
ZINE, November, 1921, p. 834-8. 
Wall, Alexander. Profitable Account; a discussion of method by which 
the profit or loss on a checking account may be obtained with fairness 
to both banks and customers. BANKERS’ MaGazine, October, 1921, 


p. 626-30. 
BRIQUETTING (FUEL) 
Costs 


Mashek, G. J. Converting Coal Breakage Dust or Culm into Briquets to 
Utilize Waste. Coat Review, March 29, 1922, p. 20-1. 
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BUDGETS 
Business 
Hurley, R. E. Budget Plan Which Controls Cests. Factory, April, 1922, 
p. 413-5. 
BUILDING 


Cost Accounting 
Allocation of Costs in Dwelling Construction. ARCHITECTURAL Forum, 
February, 1922, sup. 60-1. 
Costs 
Gillette, Halbert P. Ratio of Labor to Materials Cost in Buildings. En- 
GINEERING AND CONTRACTING, March 22, 1922, p. 266-7. 
CHAIN STORES 
Winslet, Victor G. Multiple Shop Company; office organisation and gen- 
eral management. BusINESS ORGANISATION AND MANAGEMENT, March, 


1922, p. 513-8. 
COMMISSIONS 

Mahoney, J. F. Commission Probiems Simplified. JouRNAL oF ACCOUNT- 
ancy, April, 1922, p. 269-82. 

CONCRETE PRODUCTS 

Harris, Wallace R., and H. Colin Campbell. Concrete Products, their Manu- 
facture and Use. Chicago, International Trade Press, cl921. 238 p. 

CONSOLIDATIONS 
Cutforth, Arthur E. Amalgamation Schemes; from an accountant’s point 
of view. CANADIAN CHARTERED ACCOUNTANT, March, 1922, p. 341-64. 
COST AND FACTORY ACCOUNTING 

Basset, William R. Using Cost Figures to Cut Costs; cost figures show 
how to eliminate unnecessary supervision—rearrangement of work—cut 
labor cost and increased weekly wages. AMERICAN MAcHINisT, Jan. 5, 
1922, p. 1-3. 

Clark, Frederick C. Functions of Cost and Technical Men; technical men 
have need of the cost accounting in developing processes. PAprr, 
Nov. 9, 1921, p. 29-30. 

Cronin, J. McD. Predetermination of Costs. INDUSTRIAL MANAGEMENT, 
April, 1922, p. 221-4. 

Denham, Robert S. Engineering Methods Applied to Cost Finding. Inpus- 
TRIAL MANAGEMENT, April, 1922, p. 218-20. 

Hennegin, Montgomery. Standardising of Costs. ACCOUNTANT, March 4, 
4, 1922, p. 306-8. 

Larking, Frederick W. Cost Accountant. AUSTRALASIAN ACCOUNTANT AND 
Secretary, Feb., 1922, p. 42-50. 

Necessity for Scientific Costing ; report of the costing conference under the 
auspices of the Institute of Cost and Works Accountants, at the Holborn 
~~ we on February 3, 1922. Cost Accountant, March, 1922, 
p. 178-93. 

Newman, E. W. Present Day Costing Problems. Business ORGANISATION 
AND MANAGEMENT, Dec., 1921-March, 1922, p. 215-21, 317-23, 405-10, 
483-8. 

Standard Costing. Cost Accountant, March, 1922, p. 175-6. 

Overhead 

Polakov, Walter N. Distributing Overhead to Allow Lower Sales Prices. 
Factory, April, 1922, p. 400-2. 

DELIVERY COSTS 

Analysis of Delivery Cost. CrEAMERY AND MitkK PLant Montaty, March, 
1922, p. 42-3. 

DEPRECIATION, DEPLETION AND OBSOLESCENCE 

Bell, William H. Depreciation and Retirement of Property. JouRNAL OF 
Accountancy, April, 1922, p. 253-8. 
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Chamber of Commerce of the United States. Organizing for Group De- 


preciation Studies. 6 p. 
Public Utilities 
Carter, Robert A. and William L. Ransom. Depreciation Charges of Rail- 
roads and Public Utilities; a memorandum filed with the depreciation 
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